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LETTER OF TRANSMITTAL 


Boarp oF GOVERNORS OF THE 
FEDERAL RESERVE SYSTEM, 
Washington, August 13, 1952. 
Hon. JoHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
United States Senate, Washington, D. C. 

Dear SENATOR SPARKMAN: I am transmitting herewith a special 
report prepared by the staff of the Board of Governors for the Senate 
Small Business Committee, in accordance with the request in your 
letter dated April 8 of this year. The report, which is entitled ‘The 
Cost and Availability of Credit and Capital to Small Business,” was 
prepared by the Division of Research and Statistics, Board of Gov- 
ernors of the Federal Reserve System. 

With best wishes and kindest regards, 

Cordially yours, 
M.S. Szymczak, 
Chairman pro tem. 
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THE COST AND AVAILABILITY OF CREDIT AND CAPITAL TO 
SMALL BUSINESS 


INTRODUCTION 


A small business, if it is to develop successfully, needs to be able 
to supplement its own resources at times with credit and capital sup- 
plied by other investors, that is, other business concerns, banks and 
other financing institutions, and individuals. This study considers 
the various kinds of financing employed by small businesses, sum- 
marizes available information with respect to the cost and availability 
of these types of financing, and describes briefly a number of measures 
which have been adopted or proposed for meeting the financing prob- 
lems of small business. 

At the outset, it is important to recognize that financing is often 
not the most acute problem of small business. Small businesses fre- 
quently are more in need of managerial and technical assistance, im- 
proved financial reporting, and reduction or elimination of certain 
market or competitive disadvantages, than they are of additional 
funds. The problem of efficient resource utilization is as important 
in the case of finances as it is in the case of labor or materials. With- 
out reasonable prospects that small business, with additional funds, 
will develop successfully over the long run, there is little justification 
for such funds being made available. 

Thus, the problem of small business is much broader than the mere 
obtaining of credit and capital. Its financing facet, which has many 
unique features, is still vitally important, however. 


FACTORS AFFECTING SMALL-BUSINESS DEMANDS FOR CREDIT AND CAPITAL 


The types of credit and capital utilized by small business differ 
in many important respects from those obtained by larger businesses. 
The typical small business relies much more heavily on retained 
earnings and short-term credit and much less heavily on external 
equity capital and long-term debt than does the average larger 
company. 

These differences reflect a number of interdependent factors, among 
them: the industrial characteristics of small business, which deter- 
mine the nature of financing requirements and, therefore, to a 
large extent, the type of credit needed; the limitation of the typical 
small business to a single locality, which tends to limit the types of 
credit and capital that can be obtained readily; the preferences of small- 
business owners, which influence the type of credit or capital desired; 
and the ability of owners to satisfy standards of creditworthiness or 
investment standards, which in part determines the class of lenders or 
investors from whom outside funds can be obtained. These char- 
acteristics of the small-business sector of the economy are basic in 
determining the types and sources of funds used and will be considered 
in somewhat greater detail before presenting information on the cost 
and availability of funds. 
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Regardless of the type of credit and capital employed, it should 
be noted, available information indicates that each type is more 
expensive for small than for larger concerns. Within any one size 
class, moreover, credit or capital is more expensive for unincorporated 
than for corporate business, and more expensive for new than for 
established concerns.' 


Industrial and operating characteristics 

A “small business” may be defined in various ways—for example, 
as an enterprise with less than a certain number of employees, or with 
less than a certain volume of assets, or accounting for less than a 
certain proportion of total sales in its industry. In this report, a 
small business is defined as a manufacturing concern with total assets 
of less than $1,000,000 or a trade, service, or other concern with assets 
of less than $250,000. This definition encompasses all but a very 
small proportion of the number of nonfinancial, nonfarm businesses, 
but less than one-half of the value of business output and about cne- 
fifth of total business assets.’ 

More than five-sixths of all small businesses, so defined, are trade or 
service concerns. Businesses in these industries characteristically 
require large amounts of working capital relative to fixed capital. 
As a result, substantial amounts of short- and intermediate-term 
credit are needed to finance inventories, accounts receivable, and, in 
some cases, relatively short-lived equipment. Also, the predominant 
need of such concerns for long-term credit and capital is to provide 
working capital on a more or less permanent basis. Needs for long- 
lived facilities are relatively modest, and such fixed assets are often 
provided through renting or leasing, rather than purchasing. The 
marked difference in asset distribution between small and large cor- 
porations, shown in the following table, — flects the fact that the typi- 
cal company with total assets under $250,000 is a trade or service 
concern while the typical company with assets over $5,000,000 is a 
manufacturing, railroad, or public-utility corporation, where large 
amounts of fixed assets are required and operation on a small scale 
may not be feasible. 


TABLE 1.—Percentage distribution of assets of nonfinancial business corporations 
selected asset classes, 1948 


Total assets class 


Asset j 
nder $5,000,000 
$250,000 and over 
Current assets 

Cash and investments aS io nine tie pte ot eee ee 17 26 
Inventories and accounts receivable. _.......-- a de a ee al ee ee a 52 26 
Fix —— ‘ j 4 sets sa vid Hathty Tbcvennadctndade aol teas 27 46 
Other WB aos cise nkechundannciddeundenwicpnekgdaheadeamme matt daha 2 
OS: 8 2k es 8 So cnglnecid s eh bdle ba dee See oe an een 100 100 


Source: Treasury Department. Exclusion of finance, insurance, and real-estate businesses has been 
partly estimated by Federal Reser‘ 


1C, H, Schmi » Mer nber Bank Loans to Small Business, Federal Reserve Bulletin, August 1947. 
Treasury De partment, and N. H. Jacoby and R, J. Saulnier, Business Finance and Banking, National 
Bur su of E i ic Resi rch, 1947, ch. 1 
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Small enterprises also differ from large companies in that their sales 
and earnings fluctuate more sharply. Both the highest profits rates 
and the highest deficit rates are found among smaller concerns.” 
Larger companies, by virtue of their greater financial resources, large- 
scale production and marketing economies, and more diversified activi- 
ties. are on the whole less affected by changes in over-all business 
activity, shifts in demand for a particular product or service, success 
or failure of a particular venture, or economic developments within a 
particular locality. By contrast, any one of these factors may bring 
creat success or bankruptcy to a small enterprise. So far as financing 
is concerned, this greater variability in the sales and earnings of small 
concerns increases the risk of lending to small borrowers, makes it 
especially desirable to gear financing closely to ability to repay, and, 
perhaps most important, emphasizes the need for an adequate cushion 
of equity funds. 

Other factors 


Joth the localized nature of the typical small business and the 
preferences of the typical small-business owner are also significant 
determinants of the type of funds employed. Small businesses are 
frequently unknown outside of the one community in which they 
operate. Information on their activities, management, competitive 
position, past financial performance, and present earnings potential— 
which together would permit evaluation by conventional investment 
standards—is not readily available to the investing public. Small, 
closely held, localized businesses are therefore seldom in a position to 
obtain long-term debt or equity capital through the organized securi- 
ties markets. Accordingly, they must depend for such funds on 
friends. relatives, or local investors or financing institutions. Since 
they are usually reluctant to share ownership and consequently con- 
trol of their business, their common preference is for debt, rather than 
equity, capital from these groups. 

A survey of small manufacturing corporations conducted in 1950 
by the National Association of Manufacturers revealed that, of the 
respondents with less than 100 employees, less than 9 percent favored 
capital stock for any part of their financing needs.* This reluctance 
of small-business owners to seek outside equity capital may result in 
their becoming overburdened with debt and vulnerable in cyclical 
downturns of business activity. Or, combined with some difficulty 
in obtaining external equity capital, it may lead them to substitute 
renewable short- and intermediate-term credit for the permanent 
equity capital which would help to strengthen their capacity to cope 
effectively with changing market conditions. 

Finally, ability to satisfy lenders’ standards of creditworthiness 
may determine the type of short- and intermediate-term credit 
obtained by small businesses. The line of credit and the unsecured 
short- or intermediate-term loan from commercial banks, which have 
low cost and minimum restrictions, are most readily available to 
borrowers who appear to be the best credit risks. Enterprises whose 
financial standing is less strong may have to rely on more expensive 
types of secured bank loans or on advances by specialized nonbank 


2W. L. Crum, Corporate Size and Farning Power, 1939, 
‘J. M. Chapman, Financing Small Business, N stional Association of Manufacturers, 1950. 
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financing companies. Sound, profitable concerns, it should be noted, 
are sometimes unable to obtain credit on as favorable terms as their 
condition might warrant, because they do not have adequate financial 
records. Thus, while bankers have long claimed that bank credit is 
readily available to supply the needs of creditworthy borrowers, 
prudent lending policy requires clear evidence that a business is 
currently creditworthy. 


SHORT- AND INTERMEDIATE-TERM CREDIT 


Small businesses rely heavily on short- and intermediate-term 
credit for meeting their current, and sometimes their longer-range, 
financing needs. Such credit may take any one of a number of forms 
and be obtained from such varied lenders as commercial banks, trade 
suppliers, finance companies, insurance companies, and the Govern- 
ment. In part because of this variety of possible financing arrange- 
ments, availability of short- and intermediate-term credit is not 
generally a problem. 

So far as cost is concerned, small concerns usually pay more for 
any one type of credit than do larger concerns. It is frequently 
assumed that the higher interest rates charged on small-business loans 
reflect the greater risk assumed by lenders. While it is true that 
lending risks are generally greater for small than for large borrowers, 
degree of risk is not the only or necessarily the major factor deter- 
mining interest cost. Among banks, for example, the principal 
reason given for the differential in their rates is not greater lending 
risk but higher lending cost. In proportion to the amount loaned, 
the cost of investigating and servicing many small loans is greater 
than that of a single large loan. Many small borrowers need tech- 
nical and managerial assistance as well as financial aid and, more 
and more frequently, banks are making special efforts to help meet 
these underlying needs of their smaller ‘borrowers. The provision of 
nonfinancial aid by the lender further increases his lending cost. 

Among nonbank lenders, rates of interest charged may reflect the 
degree of risk assumed to a somewhat greater extent than in the case 
of banks. It is important to realize, however, that such lenders— 
factors, commercial and sales finance companies, and small-loan com- 
panies—are often called on to provide funds to enterprises having less 
than average financial strength and/or to enterprises which cannot 
meet banking tests of creditworthiness. No matter how great the 
possible success of the project for which funds are currently needed, 
a business whose present financial position is below average or whic h 
cannot present appropriate evidence of financial strength must expect 
to pay more for its borrowed funds. 

Detailed information on the nature and cost of short- and inter- 
mediate-term credit is available principally from a comprehensive 
study of business loans of Federal Reserve member banks made in 
November 1946, together with a series of studies of bank and non- 
bank lending published by the National Bureau of Economic Research 
in the early forties.6 In order to trace trends against the background 
of the earlier information on short- and intermediate-term lending to 
small business, the Board of Governors of the Federal Reserve System 
in June of this year requested the Reserve banks to inquire informally 


§ Findings of the 1946 Bank Loan Survey as they relate to small businesses were summarized in an article 
in the August 1947 Federal Reserve Bulletin, reprinted here as an appendix. 
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of bank and nonbank lenders in their districts as to any recent shifts 
in the types or cost of small-business financing. Account has been 
taken throughout this study, and particularly in the following para- 
graphs, of this recent information collected by the Reserve banks. 


Bank credit 


Meeting the short- and intermediate-credit needs of small business 
constitutes a major activity of all banks and is the principal lending 
activity of the smaller banks. At the time of the 1946 loan survey, 
for example, advances to small businesses accounted for three-fourths 
of the number, though for only one-fifth of the amount, of all business 
loans at member banks. At small member banks—those with total 
assets of less than $2,000,000—92 percent of the number and 83 percent 
of the amount of all outstanding business loans represented advances 
to small businesses.’ Since 1946 the relative importance of the num- 
ber and particularly the amount of loans to small businesses—espe- 
cially at larger banks—may have fallen somewhat. Total business 
loans of banks have more than doubled and, while all sizes of businesses 
have participated in this increase, loans to larger businesses appear to 
have shown the greater relative increase. 

The typical small-business borrower is an unincorporated concern 
obtaining bank credit in relatively small amounts. At the end of 
1946, roughly five-sixths of small businesses borrowing from banks 
were unincorporated. Three-fourths of all loans to small business 
were for less than $5,000 and one-fourth were even below $1,000.’ 

Small businesses as a group obtain each of the major types of bank 
credit. Their loans, like those of larger companies, may run for very 
short periods or in some cases may have a maturity of 5 years or more. 
They may be obtained without furnishing collateral or may be secured 
by endorsement or comaker, inventories, equipment, plant and real 
estate, stocks and bonds, accounts receivable, life insurance, assign- 
ment of claims or Government participation or guaranty. 

Maturity of small-business loans.—A very large proportion of bank 
loans to small business are repayable on demand or have an original 
maturity of less than 1 year. Term loans—that is, loans with a 
maturity at time of making of more than 1 year—achieved consider- 
able importance in the early postwar years, however, accounting at 
the end of 1946 for one-fifth of all member-bank loans to small business. 
This was in sharp contrast to the situation in the early forties when, 
according to a National Bureau of Economic Research study, term 
lending was to a large extent restricted to larger concerns. Sixty-two 
percent of the number of commercial bank term loans outstanding in 
this earlier period were to companies with assets of at least $1,000,000 
and “commercial bank term credit hardly touched businesses with 
assets under $100,000.""8 As of November 20, 1946, on the other 
hand, only 5 percent of some 140,000 member bank term loans to 
business were to companies with assets of more than $750,000 and 
74 percent were to concerns with assets of less than $50,000.° 

To some extent, the importance of small-business term loans in 
1946 reflected an unusually large demand for intermediate-term credit 





6 Schmidt, op. cit. 

7 Ibid. 

8 Jacoby and Saulnier, Term Lending to Business, National Bureau of Economic Research, 1943, p. 35. 

*D. McC. Holthausen, Term Lending to Business by Commercial Banks in 1946, Federal Reserve 
Bulletin, May 1947. 
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associated with the organization of new businesses by returning veter- 
ans, reestablishment of civilian businesses, reconversions of production 
lines from defense purposes, and satisfaction of war-deferred needs 
for fixed assets. Demands of these types have moderated in recent 
years. While modernization of stores and expansion of facilities for 
the distribution of appliances, farm and industrial equipment, and other 
durable goods have probably resulted in an increase in intermediate- 
term credit secured by equipment, there has also been an unprece- 
dented demand for short-term credit, which banks have traditionally 
preferred to longer maturities. On balance, term lending to small 
business appears to have grown less rapidly in frequeney and dollar 
volume than other credit types since 1946. 

Although its relative importance may have diminished somewhat in 
recent years, the term loan has special advantages to both borrower 
and lender in meeting certain types of credit need. It appears to be 
firmly established as an instrument for financing small-business re- 
quirements for equipment, plant and real estate, and additions to 
permanent working capital. 

Secured versus unsecured loans.—A significant proportion of small 
businesses obtaining bank credit are able to do so without furnishing 
collateral. Nearly two-fifths of all member-bank loans to small busi- 
ness outstanding as of November 1946 were unsecured. According 
to most bank lending officers questioned in the late spring of 1952, the 
proportion of unsecured loans is probably considerably higher today 
than in early postwar years, reflecting primarily the improved credit 
standing of small businesses generally after a half decade of sustained 
high-level economic activity. 

Term loans are much more likely to be secured than are short-term 
loans. At the time of the 1946 loan survey, roughly five-sixths of 
small-business term loans were secured, seven-eighths of these by 
equipment or plant and real estate. By contrast, only a little over 
one-half of the short-term loans were secured, and endorsement or a 
comaker provided the single most important type of security pledged. 
Only 6 percent of all short-term loans to small business were secured 
by plant and real estate and the same proportion by pledge of inven- 
tories. The relative importance of endorsement or cosignature as 
security on small-business loans reflects in large part the limited avail- 
ability of other types of security to these businesses. for example, 
they often own no plant or marketable securities and their inventories 
are not of the volume or type which permits financing with standard 
warehouse or field warehouse receipts.” Among the various types of 
secured bank loans, there appears to have been no significant shift in 
relative importance in recent years. 

Cost of bank credit to small business.—As the following table shows, 
the interest rate charged by banks on each type of credit increases as 
the size of concern declines. The principal reasons given for the 
higher rates charged small business have been discussed earlier. 


Warehousing is a credit-facilitating device under which inventories pledged as security are segregated 
in a bonded or other bulk-storage warehouse or, as in the case of fleld warehousing, in a warehouse on the 


borrower's premises. Funds are then advanced to the borrower on the basis of warehouse receipts. Use- 
fulness of this type of financing depends on the dollar volume and character of the borrower’s inventory. 
It cannot be used economically by the smallest enterprises nor by many kinds of trade concerns. About 
two-thirds of the concerns obtaining field warehouse financing, for example, are manufacturers—principally 
in ver i canning, flour milling, miscellaneous grocery products and lumber and timber lines; the remainder 
are iefly wholesale grocers and wholesale and retail distributors of seeds, grain, flour, coal, coke, and petro- 
le a: n ‘pr roducts. See Jacoby and Saulmer, Financing Inventory on Field Warehouse Receipts, National 


Bureau of Economic Research, 1944 
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TABLE 2.— Average interest rates on member-bank business loans, Nov. 20, 1946, by 
type of security and size of borrower 


{Percent per annum] 




















| Size of borrower (total assets, in thousands of 
| dollars) 
| 
Type of security | Tr ~ 
| Under 50} 50-250 | 250-750 5,000 and 
over 
NI toe rai wa edoueneuestdcutekes | 5.4 | 4.3 3. 1.8 
Secured | | 
Endorsed or comaker...............-...--.------| 5.5 | 4.2 3.4 | 2.8 | 1.6 
Inventory . eee 4.8 | 4.2 3.6 3.2 | 2.8 
Equipment... 6.3 | 5.0 | 4.6 | 3.6 | 2.0 
Plant and other real estate. ___- 4.8 | 4.3 | 4.1) 3.7 | 3.2 
Stocks and bonds 3.8 3.2 | 2.6 2.5 2.1 
Accounts receivable... _- 5.5 4.9 | 4.5 | 3.8 3.6 
Life insurance . 3.9 3.5 | 3.1 | 2.6 2.3 
Assignment of claims! ____. 5.0 4.5 4.0 3.5 2 6 
Government participation or guaranty. 4.6 4.3 4.1 4.0 3.3 
Other security__- ee 4.7 3.7 3.5 2.4 1.8 
Po. pe 5.2 4.2 3.5 2.8 1.9 


1 Includes oil runs. 


Source: Federal Reserve. 


The differential between bank rates on loans to large and small 
concerns has, however, narrowed in recent years. In the period since 
1946, when average lending costs as well as short-term money rates 
generally have risen moderately, interest rates to small borrowers have 
increased much less than those to large borrowers. For example, the 
Federal Reserve series on average rates charged on short-term business 
loans by banks in 19 leading cities indicates that the average rate on 
loans of $1,000 to $10,000 rose from 4.4 percent in December 1946 
to 4.9 percent in June 1952, while the average rate on loans of $200,000 
and over rose from 1.8 percent to 3.3 percent, paralleling the increase 
from 1 to 2.3 percent in the prime commercial rate. 

The relatively greater stability in recent years in the cost of bank 
credit to smaller concerns reflects not only the fact that at some 7 anks 
such rates in 1946 were generally close to the legal maximum in their 
States, and thus could advance no further, but also the fact that many 
small-business loans are made by small banks which charge a relatively 
standard rate of interest to all borrowers at all time 's, a rate which is 
not highly responsive to changes in money-market demand and supply 
factors, le nding costs, or degree of risk assumed. 

So far as rates on the various types of bank credit are concerned, 
these have all increased and by about the same amount during the 
postwar period. Thus, within any one size class of borrower, some 
types continue to be more expensive than others and are resorted 
to most frequently by businesses whose financial position is least 
favorable. 


Other sources of short- and intermediate-term credit 


The most important type of very short-term credit used by small 
business is that extended by a concern’s suppliers; i. e., accounts 
payable. A large company will frequently take advantage ‘of its own 
superior credit rating to build up its liquid working-capital position— 
often through bank borrowing—so that it can finance its smaller 
customers. The extension of trade credit is standard business prac- 
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tice, and in periods of slack demand sellers are especially willing to 
grant liberal terms in order to encourage sales. On the other hand, 
they often encourage prompt payment by offering discounts; for exam- 
ple, on a bill due in 30 days, a 2-percent discount is often allowed if 
payment is made within 10 days. Since failure to take such a discount 
is equivalent to paying interest at 2 percent for 20 days, or at an annual 
rate of over 36 percent, the buyer would generally make an effort to 
take the discount. 

Other important nonbank sources of short-term funds are the sales 
finance, commercial finance, and factoring companies which extend 
credit that is secured in most cases by the borrower’s inventories or 
accounts receivable. Sales-finance companies compete with banks in 
serving dealers in automobiles, appliances, and other durable goods. 
While they specialize in financing the dealer’s customer paper, they 
also usually finance his floor inventories in substantial part. The 
combination of financing services offers advantages to the dealer as 
well as to the finance company. Commercial finance companies and 
factoring companies, in contrast, generally specialize in accommo- 
dating those concerns which do not find ready acceptability as banking 
risks. Some sales-finance companies and commercial finance com- 
panies are set up to give limited managerial as well as financial assist- 
ance and thus are able to bring certain operating inefficiencies of 
small borrowers to the attention of owners." 

Kates charged by nonbank financing companies are sometimes quite 
high. In addition to providing compensation for risk, rates on some 
types of credit—particularly accounts-receivable financing—reflect the 
considerable amount of investigation and supervision required. 
Moreover, financing companies usually themselves operate largely 
with funds borrowed either from banks or insurance companies and 
must charge rates which provide them profit over and above their own 
costs. 

It is important to recognize, however, that finance companies are 
often in a position to obtain borrowed funds on very favorable terms 
and can then lend at rates which, while profitable to them, are no 
higher—and may be lower—than rates charged by banks on similar 
loans. Recent surveys show, in fact, that the lowest rates charged 
by the commercial finance companies are generally only slightly higher 
than the local bank rates on loans to small businesses. Rates charged 
by sales-finance companies in financing dealer floor stocks are typically 
competitive and may be lower than rates on similar financing obtained 
from local banks. 

Activities of financing companies, like those of banks, increased 
greatly during the postwar period, but there is no evidence that the 
relative importance of these nonbank sources of short-term’ credit to 
small business has changed significantly. 

So far as intermediate-term credit for small business is concerned, 
nonbank sources are rather limited. Although available information 
indicates that some sales-finance companies and life-insurance com- 
panies have expanded their activities in this field, both the number and 
over-all volume of such advances to small business are nominal at the 
present time. Governmental aid in the form of guaranties under the 
Veterans’ Administration program and direct lending by the Recon- 
struction Finance Corporation has also provided small businesses with 


Saulnier and Jacoby, Accounts Receivable Financing, National Bureau of Economic Research, 1943» 
esp. pp. 88-91 
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intermediate credit in the postwar period. Most of such loans have 
been advanced by the RFC. 

During the fiscal year 1951, the RFC approved 2,411 loans of less 
than $100,000 in the amount of $74,976,000. Of these approvals, 46 
percent were for loans with a maturity of 28 to 5% years, and 43 percent 
were to have a final maturity of over 5' years. Most of the 11,000 
loans outstanding to businesses as of June 30, 1951, were for amounts of 
$100,000 or less. Under the RFC’s present loan policy, ‘“‘All loans by 
the RFC must assist, expedite, increase, or maintain the production of 
goods or services necessary to meet either military requirements or 
essential civilian requirements.” ” 


LONG-TERM CREDIT AND CAPITAL 


Earnings retained from operations together with other savings of 
owners constitute the principal type of long-term funds used by small 
business. Long-term credit is obtained chiefly from insurance 

companies but, for a variety of reasons, the volume of funds so 
obtained is relatively modest. 

In contrast to large companies, small corporations make little use 
of the organized securities markets. Data compiled by the Securities 
and Exchange Commission, for example, reveal that companies with 
total assets of less than $1,000,000 accounted for only 85, and trade 
corporations (all sizes) for 79, of the 1,035 public flotations of registered 
securities during the 5 years 1945-49. Several factors account for the 
relatively few stock and bond offe rings by small companies. Mention 
has already been made of owners’ reluctance to lessen their control 
through sales of stock. Another factor is the localized nature of most 
small businesses whose security offerings, as a result, must generally 
provide a higher return if they are to be sold. The initial cost of 
flotation is also relatively much higher for a small stock or bond 
issue, as the following table shows. In short, the securities markets 
are best suited for large flotations of nationally known firms and, for 
all practical purposes, cannot be used effectively by small, localized 
companies. 


TABLE 3.—Cost of flotation of new issues of securities effectively registered during 
1945-49 for cash sale through investment bankers to the general public, shown as a 
percent of gross proceeds 


Total Bonds Preferred stock | Common stock 
Asset size of company number of ccleaner Senate sereapaintiome a niannenaiee — 
| flotations Number! Cost | Number| Cost | Number| Cost 


| Percent Percent 4 Percent 
Under $1,000,000 J% 85 2 10.0 11 14.7 58 | 17.5 
$1 000,000 to $5,000,000. ; 176 21 5.7 $7 13.3 71 14.3 
$5,000,000 to $10,000,000 ; 123 | 20 3.4 31 7.9 39 10.8 
$10,000,000 to $20,000,000 136 33 2.6 50 5.4 29 9.9 
$20,000,000 to $50,000,000 167 61 2.0 7 3.9 32 4.9 
$50,000,000 to $100,000,000 . 140 gO 1.5 21 3 5 15 7 
$100,000,000 to $200,000,000___ __ . 94 56 1.4 20 3.0 7 6.5 
$200,000,000 to $500,000,000_.......-- 63 43 1.1 1] 2.9 3 5.2 
$500,000,000 and over. _....-..---- 40 35 1.0 4 2.9 1 6.2 
ee eee ll 9 2.0 ot... 2 39.7 
Ail OUR SHONG. 86 kd acadgecuen 1, 035 360 1.3 236 4.2 257 96 


Source: Cost of Flotation, 1945-49, Securities and Exchange Commission, February 1951. 


12 Reconstruction Finance Corporation, 1951 Annual Report and Financial Statements, appendix A, 
Loan Policy Board policy statement No, 1, pt. II: Loan Policy in Present Emergency. 
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Owners’ savings and reinvested earnings 


When a small business is first organized, the bulk of its capital is 
typically provided by its officers. A Department of Commerce study 
covering about 1,100 manufacturing concerns which were established 
in the 1946-48 period, for example, revealed that, of those where the 
initial credit and capital was less than $100,000, nearly two-thirds was 
supplied by officers and directors, the remaining one-third comprising 
largely bank loans and mortgages. Among the small manufacturing 
corporations included in the sample, only 2 percent of the initial capital 
was raised through sale of stock to the general public. Small, un- 
incorporated retail concerns organized in the 1945-49 period raised 
about two-thirds, and small retail corporations nearly four-fifths, of 
their initial capital from personal savings of original owners." 

This initial investment may pretty well deplete the owners’ stock 
of available funds, and other sources may be relied on to provide any 
additional funds needed to maintain or expand a successful going con- 
cern. So far as equity capital is concerned, the most important source 
is retained earnings. 

While businesses of all sizes have relied heavily on retained earnings 
for funds in the postwar period, figures for corporations submitting 
balance sheets to the Bureau of Internal Revenue show that the 
smaller the asset size of a company the larger the share of profits 
after taxes it retained. ‘To some extent, these relatively large reten- 
tions—or, conversely, relatively low dividend disbursements—reflect 
the fact that stockholders of small, closely held corporations are fre- 
quently officers and are compensated by salaries rather than dividends. 
On balance, however, the evidence suggests that small corporations, 
as well as unincorporated concerns, customarily plow back into their 
own business a substantial part of its earnings. 

A number of factors help to explain this characteristic of small- 
business financing. First, as mentioned earlier, there are often no 
alternative practical sources of equity funds. Second, there are often 
no alternative practical investment uses for earnings except to retain 
them, since the owner of a small business knows his own concern best 
and may not want to risk investment in another’s business. Third, 
there are tax advantages to the owner-officer group of a small cor- 
poration in reinvesting earnings for eventual capital gain rather than 
withdrawing them as doubly taxed dividends. 

Despite the reinvestment of a substantial proportion of after-tax 
earnings, small enterprises as a group have a lower ratio of equity 
to liabilities than do large concerns. So long as business is good, small 
concerns may operate successfully by relying more heavily on debt 
for their current financing needs. When business activity contracts, 
however, or special unfavorable circumstances arise, lack of an ade- 
quate cushion of equity funds is a serious handicap. Small concerns 
are especially vulnerable, since their earnings fluctuate more sharply 
than those of large companies. 

In part, the problem of retaining or attracting adequate amounts 
of equity capital reflects the changes which have taker place over the 
past 15 years in the level and structure of Federal income taxes. 
It issoften claimed, with some justification, that present high Federal 


13 L. Bridge and L. Holmes, Capital Requirements of New Manufacturing Firms, Survey of Current 
Business, April 1950. See also L. MeHugh, Financing Small Business in the Postwar Period, Survey of 
Current Business, November 1951 


4 Bridge, Capital Requirements of New Trade Firms, Survey of Current Business, December 1948. 
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taxes have a disproportionately dampening effect on the potential 
amount of funds available for small businesses. 

Profits of unincorporated concerns are taxed at the Federal income- 
tax rates applicable to individuals, which at present range from 22 
percent on taxable income under $2,000 up to a marginal rate of 92 
percent on income over $200,000. Federal taxes on corporate income 
begin with a rate of 30 percent on taxable income under $25,000 and, 

together with the excess-profits tax, go up to an 82-percent marginal 

rate. Such taxes on business income directly limit the amount of 
earnings which both large and small concerns can reinvest. Since 
retained earnings are the principal source of additional equity capital 
for most small businesses, high Federal income taxes may be said to 
have a more serious effect on small concerns than on the large cor- 
porations. 

So far as external equity capital is concerned, one effect of progres- 
sive tax rates on individuals’ income has been to reduce the amount 
of risk capital available. A schedule of progressive rates reduces the 
share of after-tax income received by wealthy individuals, who are 
best able to provide risk capital, and increases the relative share held by 
lower-income groups. Savings of the latter groups are most likely to 
be channeled to ‘‘safe”’ uses such as bank deposits, Government savings 
bonds, savings-and-loan shares, or insurance; such savings, even ‘if 
used directly or indirectly to purchase equities, are usually invested in 
“blue chips.” For individuals in the higher income-tax brackets, the 
uncertain return from an investment in an untried or relatively un- 
known business may represent, on an after-tax basis, insufficient com- 
pensation for the risks involved in such ownership. 

At the same time, however, the capital-gains tax, with its top rate of 
26 percent, is probably an aid to small-business equity financing, since 
one of the best possibilities for achieving a long-term capital gain is to 
invest in a small business which has growth possibilities. The problem 
is to bring together businesses needing and wanting equity funds and 
persons willing to invest on this basis. 

Long-term credit 


While banks and certain other financing institutions may in effect 
supply long-term credit in the form of constantly renewed short- or 
intermediate-term loans, a potential source of true long-term credit for 
small business is the life-insurance company. The increase in direct 
long-term lending by life-insurance companies has been a development 
especially advantageous, theoretically at least, to smaller business. 

In contrast to large businesses which can borrow funds at about the 
same cost by public offerings as by direct placements with insurance 
companies, the latter is definitely the less costly of the two methods in 
the case of small loans. The fact that, in arranging a private place- 
ment, the borrower is negotiating directly with a single and experienced 
investor also has important advantages for a small concern. For 
example, terms may be tailored to fit the borrower’s particular needs 
and subsequent revision of the size or terms of the loan is facilitated. 
Financing can sometimes be obtained for worthwhile but unusual 
projects which might not interest the investing public generally. Close 
and detailed analysis of the proposed investment can be made, to the 
mutual advantage of borrower and lender. 

24414—52 
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There are, however, significant reasons why small businesses can- 
not at present make substantial use of the private placement. First, 
direct borrowing by unincorporated business—and most small con- 
cerns are not corporations—generally takes the form of mortgage 
loans. As indicated earlier, many small businesses rent rather than 
own the fixed assets they need and hence do not have the occasion or 
the appropriate collateral for a mortgage loan. 

Second, life-insurance companies, except for the smaller ones, 
generally prefer to commit their funds in larger amounts than are 
required by any one small business. Where small amounts are avail- 
able for investment in business securities, both large and small life- 
insurance companies generally prefer to purchase a part of a large 
publicly traded issue rather than to undertake the extra cost of 
investigation, negotiation, and servicing of a number of small direct 
loans. Insurance companies do, however, indirectly supply credit to 
small business through their loans to finance companies. 


METHODS OF FACILITATING THE FINANCING OF SMALL BUSINESS 


It is practically impossible to determine quantitatively and objec- 
tively the adequacy or inadequacy of credit and capital for any par- 
ticular small-business purpose at any given time. Consequently, 
more importance should be attached to trends in availability of credit 
and capital than to the situation which exists at any particular mo- 
ment. This is especially true in trying to assess the need for additional 
financing facilities and techniques, since any temporary situation which 
appears to be correcting itself calls for action quite different from a 
situation which may represent progressive deterioration.” 

In discussing measures that have been tried, or proposed, effort will 
be made to relate the measure to the type of credit or capital which it 
Was or is meant to supply. In many cases, however, this relationship 
is not clear-cut. Thus, for example, national investment companies, 
such as have been proposed, while designed primarily to provide 
long-term debt and equity capital, might also provide short- and inter- 
mediate-term credit, either singly or in combination with long-term 
debt and/or equity capital. 

Short- and intermediate-term credit 

Generally speaking, the short- and intermediate-term credit re- 
quirements of most creditworthy small-business concerns appear to 
be adequately met at the present time. Moreover, compared with 
the prevailing situation 20 to 30 years ago, the trend today appears 
to be toward increased availability of credit: at gradually declining 
cost. The growth of nonbank financial institutions and the deve lop- 
ment of new lending techniques on the part of both bank and non- 
bank lenders have increased the sources of short- and intermediate- 
term credit and improved the basis on which small-business concerns 
may obtain such credit. Notwithstanding these developments, there 
are at least three situations in which the short- and intermediate-term 
credit requirements of creditworthy small-business concerns may not 
always be met in full, as follows: 

15 For detailed discussion of trends in the availability and cost of credit and capital for srall business, see 
Monetary Policy and the Management of thePublic Debt: Their Role in Achieving Price Stability and High 


Level Employment, Joint Committee on the Economic Report, 82d Cong., 2d sess., Washington 1952, 
pt. I, pp. 603-613; also Jacoby and Saulnier, Business Finance and Banking. 
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Underutilization of existing financing sources.—There probably 
are situations where, because of inadequate knowledge or lack of 
initiative on the part of the prospective berrower or lender, existing 
short- and intermediate-term credit facilities are not being fully 
utilized in meeting the needs of creditworthy small-business con- 
cerns. Some lenders are not familiar with the newer lending tech- 
niques or are unwilling to adopt the new techniques or to adapt 
existing ones to new types of business activity. Some borrowers are 
not acquainted with the alternative sources of short- and intermediate- 
term credit available to them, or with the various bases on which 
such credit may be obtained." 

The solution to this problem is primarily an educational one as 
regards both borrowers and lenders. Progress is being made in this 
direction. In recent years some banks have established small-busi- 
ness loan departments that specialize in the granting of intermediate- 
term credit and other banks have handled many small-business credit 
requirements through their personal loan departments. Continued 
development along these lines, together with efforts to publicize the 
financial services made available by banks and other lenders to small- 
business concerns, should in time eliminate much of the underutiliza- 
tion of existing credit sources. 

Localized shortages of credit—There are undoubtedly some com- 
munities where the short- and intermediate-term credit requirements of 
small-business concerns have outgrown existing local sources of such 
credit. This is the case even though, with the increased mobility of 
credit that has accompanied improved transport, communication, and 
banking facilities, the number of such areas has probably decreased 
during the past 20 to 30 years. 

Although small-business concerns often obtain short- and inter- 
mediate-term credit only from financing institutions in their localities, 
numerous illustrations may be found of concerns that do at least part of 
their banking and borrowing outside of the communities where they 
are established. For a small business to obtain credit away from home 
it is essential that its financial reporting be accurate and complete 
since the personal contact of banker and businessman is not as close 
when the business establishes a banking contact in an outside and 
larger community. 

Emergency credit demands during economic recession.—In periods 
of high-level economic activity the problem of supplying short- and 
intermediate-term credit to small-business concerns is primarily one of 
bringing the borrower and the supplier together. In periods of credit 
contraction, however, lenders may be unable to extend credit freely to 
business borrowers. In fact, unfavorable loan repayment and, in the 
case of banks, deposit trends may oblige lenders to seek some reduction 
of outstanding loans. Also, in periods of this sort, business uncer- 
tainties may induce some lenders with funds to advance to refrain from 
doing so. Under such circumstances, availability of credit to small 
businesses is likely to be more adversely affected than that to large 
concerns. 

‘6 For a detailed analysis of the availability of credit sources in one geographic area see Adequacy of 
Business Finance in the State of Virginia, a study conducted by the Business Finance Committee of the 
Advisory Council on the Virginia Economy during 1950. Broad findings of this survey were that (1) the 
large majority of Virginia industries are able in one way or another to secure adequate financing; (2) banks 
and insurance companies do take care of the great bulk of the financing demands placed upon them; and 


(3) meritorious borrowers who cannot obtain local accommodation are in need of a better liaison with 
lenders who can fill their needs. 
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To meet this type of problem, several forms of emergency credit 
facilities have been tried, one being the direct advance and loan partici- 
pation authority of the Federal Reserve System (under sec. 13b of the 
Federal Reserve Act) and another the direct lending and guaranty 
authority of the Reconstruction Finance Corporation. The effective- 
ness of the Federal Reserve System’s industrial loan program has been 
limited from the beginning by the requirements that loans be made 
only for working capital purposes, only to established. business enter- 
prises, and only for periods not to exceed 5 years. The Reconstruction 
Finance Corporation, which was authorized to lend and to guarantee 
loans on a somewhat more liberal basis than the Federal Reserve 
System, has made a substantial number of intermediate-term loans to 
small-business concerns. 

While direct lending to business by an agency of the Federal Govern- 
ment may be necessary under extreme conditions, it is generally 
considered preferable to keep such lending in private hands. It is 
possible, however, that some sort of a loan-guaranty arrangement, 
which would alleviate the pressure for loan repayment in periods of 
recession and encourage the granting of credit to new and untried 
business concerns, might be evolved under private or public auspices. 
One proposal along such lines is that of amending section 13b to repeal 
the existing direct lending authority and substitute a loan guaranty 
and purchase commitment authority.’ Under the provisions of this 
proposal a Federal Reserve bank would guarantee or make a commit- 
ment to purchase up to 90 percent of the unpaid balance of any busi- 
ness loan having a maturity not exceeding 10 years. Another pro- 
posal provided for the insurance of financ ial institutions by the Secre- 
tary of Commerce against loss of principal or interest on loans made 
to small-business concerns up to a certain size per loan and up to a 
prescribed aggregate amount."® 
Long-term debt and equity capital 

While information reviewed in this report suggests that the trend 
of the past 20 to 30 years has been toward increased availability of 
short- and intermediate-term credit for small business, it does not 
suggest so definite a generalization with respect to long-term debt 
and equity capital. For various reasons mentioned earlier, the avail- 
ability of individual saving for direct investment in small-business 
concerns has diminished in the past 15 years. Also, higher personal 
and corporate income-tax rates have reduced the volume of business 
earnings available for reinvestment. While institutional investors, 
especially life-insurance companies, have begun to provide some long- 
term funds to small-business concerns, it is doubtful if their lending 
activities in this area have greatly augmented the supply situation for 
long-term funds. On balance, it is probably fair to say that the 
availability of long-term debt and equity capital to small business has 
tended to diminish somewhat over the past two or three decades. 

Several methods have been tried, and a number of proposals 
advanced, for making long-term debt and equity capital more readily 
available to small-business concerns, among them the following: 

Industrial foundations —A number of communities throughout 
the country have established industrial development foundations, the 


17 Senate bill 408, 80th Cong., Ist sess. 
18 See title I of Senate bill 3625, 8ist Cong., 2d sess. 
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primary purpose of which is to attract new enterprises to their areas. 
The methods employed by these industrial foundations vary widely: 
some operate like chambers of commerce, confining their activities to 
advising and assisting small-business concerns in the selection of plant 
sites; others provide free land or plant space on a rental or long-term 
purchase basis; a few, like the well-known Louisville Industrial 
Foundation, have established revolving funds out of which loans are 
made to facilitate the establishment or continued operation of small- 
business enterprises. By and large, these industrial foundations have 
provided a highly specialized form of local assistance to small business 
which cannot be regarded as a practicable method of increasing 
generally the availability of intermediate- and long-term debt and 
equity capital. The total financial resources at their command are 
limited; in consequence, they are not in a position to develop the trained 
staff and operating experience necessary to a broadened program of 
lending or investment activity. 

Credit pools—In some areas banks, insurance companies, and 
other lenders have established credit pools, usually as separate corpo- 
rate entities, for the purpose of making intermediate- and longer-term 
loans to small businesses. One of the more recently established credit 
pools is the Development Credit Corp. of Maine. This institution’s 
lending activities have been largely confined to renewable short-term 
loans at a net interest-plus-service charge cost of 7 percent. 

Such credit pools have in practice failed to develop any substantial 
volume of loans. The credit which they extend is essentially of an 
intermediate-, rather than a long-term character, and they have not 
attempted to supply equity funds. 

Investment companies.—A relatively few private-venture capital 
oe such as American Research & Development Corp. and 

. H. Whitney Associates, have been established for the primary pur- 
te of seeking out and financing the development of new technological 
processes and products. In the case of American Research & Develop- 
ment Corp., a well-qualified staff is maintained to investigate proposed 
projects and to supervise the establishment and operation of those 
selected for development. To date, relatively few projects have been 
undertaken by American Research & Development Corp. and its activ- 
ities have been limited partly because of its specialized interest in new 
processes and partly because of the impracticability of applying such 
detailed supervision to any appreciable number of business concerns. 
This type of organization, however, may point the way toward a gen- 
eral method of providing longer-term financial aid for small businesses. 

Investment banks. Within the past 10 years, both England and 
Canada have established special banking facilities to meet particular 
business financing needs in their respective countries. In Canada the 
Industrial Development Bank has undertaken to foster the develop- 
ment of certain basic industries by supplying business concerns with 
intermediate- and long-term debt and equity capital. In England, 
the Commercial & Industrial Finance Corp. has specialized in so-called 
“package financing’—the provision of long-term debt and equity 
capital in proportions appropriate to the needs of individual business 
concerns. 

In the United States, proposals have been advanced for the estab- 
lishment of facilities that in many respects are comparable with those 
of Canada and England. The most recent of these was embodied in 
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the proposed Small Business Act-of 1950, which would have provided 
for a framework of regional institutions whose capital would initially 
be supplied by the Federal Reserve banks, but whose ownership might 
eventually pass to commercial banks, nonbank financial institutions, 
and individual investors." These institutions would have the author- 
ity to advance funds on a long-term basis and to purchase the equity 
shares of small-business concerns, and this financial assistance would 
be supplemented by such managerial and technical aid as the individ- 
ual borrower might require. 

Revision of Federal income-tax structure and rates.—Considering the 
reluctance of many small businesses to share ownership and control 
of their concerns with outsiders, there is some doubt as to the success 
of any institutional method of increasing the availability of equity 
capital. One frequent proposal is to revise the present structure and 
rates of Federal income taxes in such a way as to increase the amount 
of earnings available for reinvestment. Without attempting to list 
or evaluate specific proposals which have been advanced by various 
congressional committees as well as by other agencies of the Federal 
Government and by private interests, it may be noted that the pro- 

vision of such tax relief for small concerns would require major changes 
in the structure of both the individual and the corporate income tax, 
since a substantial proportion of small businesses are unincorporated 
and are subject to the individual income tax. Moreover, such major 
changes in the tax structure cannot be dealt with effectively in a period 
like the present when taxes must be heavy in order to provide revenue 
for an unusually high level of Federal expenditures. 


NONFINANCIAL PROBLEMS OF SMALL BUSINESS 


Small-business concerns in the United States are, as noted in the 
introduction, confronted with a variety of problems, some of which 
are purely financial and some of which are managerial, technological, 
or competitive problems. Since the latter are oftentimes translated 
into a need for additional financing, it is important. that they be dealt 
with directly for what they are rather than be the occasion for the 
provision of additional funds. 

A discussion of the nonfinancial problems of small business, and of 
possible solutions to such problems, is beyond the scope of this study. 
If seems important, however, to indicate that lack of technical and 
administrative know-how is often more of a handicap to small business 
than is difficulty in obtaining credit and capital. The inventor with a 
new product which he wishes to manufacture, the hardware or grocery 
store clerk who wants to go into business for himself, the radio or auto 
repairman who decides to open his own shop—all may be experts in 
one aspect of their business but novices in other aspects. A large 
company, in contrast, is likely to employ specialists in production 
scheduling, inventory control, financial planning, and marketing 
research. The owner of a small business, operating without the benefit 
of such guides to know-how, may suddenly find himself in difficulties 
which had not been anticipated or recognized early enough. 

Additional credit may bail him out for the time ‘being; it may also 
conceal, and postpone recognition of, his longer-range and more basic 
problems. Perhaps his business will never be a success in its present 


1° See title I of Senate bill 3625, 8ist Cong., 2d sess. 
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location. Perhaps his inventory purchases are hit-or-miss rather than 
tailored to his probable needs. Perhaps he extends more credit to 
customers than he is able to carry. Perhaps he is trying to do a volume 
of business too large for his permanent capital. Most ‘frequently, per- 
haps his financial records are incomplete or, even if complete, have 
not received from him enough informed, analytical examination. It is 
probably safe to say that, unless he has relied on competent outside 
financial advice, the typical successful small-business man has learned 
only from long, rule-of-thumb experience what are the optimum finan- 
cial relationships for his business. Among newer businesses, there is a 
tendency to overestimate the value of good will or the liquidity of 
inventories, and to fail to recognize the operating techniques or finan- 
cial measures that would improve both efficiency of present operations 
and future profitability of the business. 

In order to aid effectively the small businesses that suffer from short- 
comings of management or of technical know-how, financial assistance 
needs to be coupled with such managerial and/or technical assistance 
as the individual case may warrant. American Research & Develop- 
ment Corp., in financing the development of new technological proe- 
esses, has found the recruiting and training of adequate managerial 
talent to be one of its most difficult problems. From its experience, 
and that of the Industrial Development Bank of Canada and the 
Commercial & Industrial Finance Corp. of England, principles might 
be developed that could be more widely applie <d, either as a separate 
nonfinancial aid to small business or in conjunction with financial 
assistance. 

Another problem prevails for small businesses whose competitive 
disadvantages are not serious and whose managerial and technical 
resources are adequate. Many of these are unable to obtain requi- 
site financial assistance because of their inability to present their 
financial situation and prospects clearly and convincingly to pro- 
spective lenders. 

This shortcoming becomes a greater obstacle to obtaining financing 
whenever the relationship between the small-business borrower and 
the lender is impersonal. This may happen when a small-business 
concern’s financial requirements outgrow the financial resources of 
the local area where it is well known, when certain types of funds 
sought are available only from large institutional investors such as 
life-insurance companies, or when the small-business concern is 
operating in the larger urban areas, as many are today, where business 
contacts are of necessity more impersonal. In such instances lenders 
also are often handicapped in making decisions by a limited amount 
of first-quality managerial talent. Without a large enough staff to 
conduct the intensive investigation of a business concern’s operations 
and financial position that prudent lending requires, a lending 
institution may be forced to pass over the application of a credit- 
worthy borrower whose financial statements are incomplete or unin- 
telligible in favor of those whose financial records permit comprehen- 
sive and prompt appraisal. 

While the solution to this problem is primarily one of gradually 
educating small-business owners to the necessity for, as well as the 
methods to be employed in, keeping more accurate, complete, and 
informative records, both lenders and professional advisers to small- 
business men can help to break down this barrier to more adequate 
financial assistance for small business. 








APPENDIX 





MEMBER-BANK LOANS TO SMALL BUSINEss ! 
3v Charles H. Schmidt 
Reprinted from Federal Reserve Bulletin, August 1947) 


Small businesses are the most numerous of all business borrowers at. member 
banks, both large and small. They obtain bank credit primarily through loans 
of less than $5,000 each. Thus the aggregate dollar volume of member-bank loans 
to small business is low and a significant increase in the number of small businesses 
financed would mean only a slight increase in bank earning assets. 

Small-business concerns form the major part of the business population and 
play an important role in the manufacture and distribution of goods and in pro- 
viding services for consumers. To some extent the success of these small concerns 
is influenced by the volume of commercial bank credit available for their use, and 
by the terms and conditions upon which it may be obtained. Comprehensive 
and detailed information on bank loans to small business has been greatly needed 
for a better understanding of their financing problems. 

Information on member-bank loans to small business has become available 
through the recent Federal Reserve System survey of member-bank loans out- 
standing on November 20, 1946. Almost 2,000 member banks, including banks 
in all regions and size classes, participated in the survey and submitted detailed 
information on about 100,000 individual loans to businesses of all sizes. The 
sample of loans included about one-sixth of the estimated total number of loans 
outstanding at member banks on the date of the survey. 

A significant part of the total amount of bank credit to small business is ex- 
tended by nonmember banks (insured and uninsured) which were not covered by 
the survey. Most of these banks are small. Like the smaller member banks, they 
are usually located in rural or small urban communities, and their business loans 
are made chiefly to small local enterprises. Although the volume of credit ex- 
tended to small businesses by these banks as of the date of the survey is not known, 
it must have been less than $950 million, the amount of total commercial and 
industrial loans of these banks at the end of 1946. 

For purposes of this article, small business has been defined as follows: small 
manufacturing and mining coneerns, total assets of less than $750,000; small 
wholesale trade concerns, total assets of less than $250,000; small retail trade, 
service, construction, public utility (including transportation), and all other con- 
cerns, total assets of less than $50,000.2 

1 The present article is the fifth in a series covering the results of the Nation-wide sample survey of business 
loans outstanding at member banks as of November 20, 1946. The four previous articles were Business 
Loans of Member Banks, by Albert R. Koch, Federal Reserve Bulletin, March 1947; Term Lending to 
Business by Commercial Banks in 1946, by Duncan McC. Holthausen, Federal Reserve Bulletin, May 
1947; Security Pledged on Member-Bank Loans to Business, by Tynan Smith, Federal Reserve Bulletin, 
June 1947; and The Structure of Interest Rates on Business Loans at Member Banks, by Richard Young- 
dahl, Federal Reserve Bulletin, July 1947. 

The survey of bank loans to industrial and commercial businesses on which this article is based, was 
planned by the Board’s Division of Research and Statistics in consultation with the Board’s Divisions of 
Bank Operations and of Examinations, the Federal Reserve banks, and other interested agencies. The 
information was collected and compiled into district totals at the Reserve banks and national totals were 
prepared at the Board’s offices 

Preparation of this article was under the immediate direction of Susan S. Burr, Chief of the Business Fi- 
nance and Capital Markets Section of the Division of Research and Statistics. Richard Youngdahl, of the 
Division was largely responsible for the supervision of the collection and tabulation of the information. 

Copies of a booklet containing reprints of all articles in the member bank commercial and industrial loan 
survey series are available upon request from the Division of Administrative Services, Board of Governors 
of the Federal Reserve System, Washington 25, D. C y J ; 

2 The size classes selected for purposes of describing small business in this article were determined in part 
by the size units employed in collecting the loan survey data, and in part by known variations in average 
size of concern from one industry to another. ‘Thus, in the case of retail trade, service, and construction, 
where the average concern is substantially smaller in terms of total assets than the average manufacturing 
concern, the smallest size class provided by the survey data was used, with correspondingly larger size 
classes for wholesale trade and manufacturing. Concerns referred to in this article as public utilities are 
predominantly local taxi, trucking, warehousing, noncertificated air carrier, and radio broadcasting estab- 
lishments; most of the wire communication, power and light, and rail transportation services are performed 
by the larger corporations 
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SUMMARY 


Some of the more important aspects of member-bank loans to small business, as 
shown by the survey data, were: 

(1) On November 20, 1946, three-fourths of the total number of member-bank 
loans were extended to small businesses. Credit to small concerns included 
514,000 loans, totaling $2.9 billion. 

(2) The typical loan to small business was between $1,000 and $5,000 in size. 
Loans of this size were usually made to unincorporated concerns, many of which 
were established after 1942. In about half the cases, such loans were secured by 
equipment, endorsed or comaker note, plant and other real estate, or inventories. 
In four of every five cases such loans had a maturity at time of making of not more 
than 1 year, and bore interest at average rates of 5 to 7 percent per annum, 
depending upon the type of security employed. 

(3) A larger proportion of the dollar volume of credit to small business was 
extended to manufacturing and mining and wholesale trade concerns than might 
have been expected on the basis of either their larger size or their relative numbers 
in the small-business population. Retail trade, service, and other small-business 
concerns received proportionately less of the total credit. Small retailers, how- 
ever, are the most numerous, in terms of both number of bank borrowers and num- 
ber of concerns. 

(4) A very large proportion of the business loans of the smallest banks was 
made to small concerns. Larger banks, however, are more important suppliers 
of credit to small business than is generally assumed; approximately three-fifths 
of the number and three-fourths of the amount of all member-bank loans to small 
business were made by banks with total deposits of $10 million and over. 

(5) Almost four-fifths of all member-bank loans to smali business had original 
maturities of not more than a year. The term loan, however, is @ much more 
important source of funds for small business than has been commonly supposed. 
Maturity of loan varies greatly with business of borrower, the longer-term loans 
being relatively more important among small public utility and service concerns 
than among small wholesalers and manufacturing companies. 

(6) Despite wide variations in rates of interest paid by individual borrowers 
on individual loans, the majority of interest rates for loans of a given type tend 
to cluster about their average, which generally is higher for small businesses than 
for large companies. Over three-fifths of all loans of $1,000 to $5,000 to small- 
business concerns were made at rates of 5 to 6 percent, inclusive, with an average 
of 5.7 percent for all loans in this size range to small business. 

(7) As a general rule, the average annual interest rate increases sharply as the 
size of the loan, and presumably the size of borrower, decreases. Long-term loans 
secured by equipment usually bear higher interest rates and are smaller in size 
than are other types of loans. Except for loans under $1,000, the larger banks 
extend credit at slightly lower rates for a given type of loan than do the smaller 
banks, but the spread in interest rates by size of bank is slight. 


VOLUME AND DISTRIBUTION OF BANK LOANS TO SMALL BUSINESS 


Share of small business in bank loans.—As of November 1946 an estimated $2.9 
billion of member-bank credit (see p. 20) was extended to small business. In view of 
the large expansion in dollar volume of inventory holdings and the growth in charge 
account and installment sales that characterized business as a whole during 1946, 
it is of some interest to find that not more than an estimated 514,000 small busi- 
nesses, or probably about one-sixth of the small-business population, were borrow- 
ing from member banks.’ 

That the number of small-business borrowers was not larger may be attributed 
in part to the wartime accumulation of liquid assets and the continuing profit- 
ability of operations that permitted many small businesses to finance themselves. 
In part it may result from the availability of credit from other sources, such as 
credit extended by trade suppliers, or from the inability of some concerns to meet 
the customary standards for bank credit. That the amount borrowed did not 
exceed $2.9 billion reflects also the characteristically small financial requirements 
of individual borrowers. In part, also, it results from the limited resources of the 
average small business, which place a ceiling on the amount of credit that can be 
extended in accordance with established bank lending practice. 

In view of these considerations it is doubtful whether the dollar volume of loans 
to small business would ever loom very large in the over-all bank credit picture. 





3 This figure, representing the number of loans to small business, overstates the number of small-business 
concerns to the extent that individual concerns borrowed concurrently from two or more member banks. 
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For example, a doubling of the amount of such loans outstanding in November 
1946, with all that this implies with respect to the willingness of small concerns to 
borrow, the activities of banks seeking new loan opportunities, and the eligibility 
of applicants to obtain bank credit, would have brought the total to less than $6 
billion. This compares with total loans and investments of all member banks of 
$96 billion at the end of 1946. 

Small-business concerns greatly outnumbered other business borrowers on No- 
vember 20, 1946, even though they accounted for only a small proportion of the 
dollar volume of outstanding business credit. As shown in table 1, three-fourths 
of the total number of business loans at member banks, as contrasted with only 
one-fifth of the total dollar volume, were to small concerns. In each of the major 
industry groups, small business accounted for a large proportion of the number of 
bank loans, the highest being 87 percent in manufacturing and mining, and the 
lowest being 50 percent for the ‘‘all other’ group. In retail trade, which included 
the largest number of small-business borrowers, nearly four-fifths of all loans were 
made to small concerns, while in public utilities (ircluding transportation) small 
concerns accounted for over seven-tenths of all member-bank loans. 


TABLE 1.—Member-bank loans to small businesses, Nov. 20, 1946, as a percentage 
of all business loans, by business of borrower ! 


[Estimates of outstanding loans] 


As a percentage of 
all loans to each 
. siness ¢g 
Business of borrower Number Amount business group 


Number | Amount 


Retail trade 197, 000 | $468, 000, 000 77 


8 | 31.8 

Wholesale trade . | 73, 000 697, 000, 000 | 82.7 28.8 
Mannfacturing and mining | 101, 000 |1, 327, 000, 000 | 86. 9 23.4 
Public utilities (including transportation) 27,000 | 69, 000, 000 70. 4 5.7 
Services 61,000 | 144, 000, 000 79.7 | 29.3 
Construction 27,000 | = 86, 000, 000 62.8 18.9 
All other? 29,000 | — 96, 000, 000 49.9 6.4 
All business groups 514, 000 |2, 888, 000, 000 76.4 21.8 


! In this and all subsequent tables small businesses are defined in terms of total assets of each concern in 
1946, as follows: manufacturing and mining, under $750,000; wholesale trade, undér $250,000; retail trade, 
public utilities, services, construction, and all other (including sales finance), under $50,000. 

2 Includes loans to sales finance companies and a small number of loans unclassified by business 
of borrower 


Note.— Detailed figures may not add to totals because of rounding. 


Variation in the importance of the credit obtained by small, relative to all, 
businesses in the several industry groups was much wider when dollar volume 
rather than number of loans was considered. This was primarily the result of 
differences in the average size and credit requirements of small concerns in different 
industries. Thus in retail trade, small businesses received nearly one-third of the 
outstanding volume of member-bank credit to retailers. In contrast, small con- 
cerns in the public-utility and transportation industry, which is dominated by the 
giant telephone, electric-power, and railroad systems, accounted for less than 6 
percent of the outstanding volume of member-bank loans to all concerns in the 
industry. 

Share of large and small banks in loans to small business.—The role of larger banks 
in the financing of small business is frequently overlooked, on the assumption that 
their credit facilities are not geared to the handling of small loans, and that small 
business is more commonly associated with local banks in rural and minor urban 
areas. In reality, a large number of small businesses borrow from the larger banks, 
either directly or through the correspondent relationship of a local bank. As 
indicated by table 2, 60 to 75 percent of the total number of business loans of banks 
with deposits of $10 million or over were made to small business. As a result, 
these banks granted approximately three-fifths of the number and three-fourths 
of the dollar amount of all member-bank loans to small business. While manu- 
facturing and mining concerns accounted for a substantial part of the bank credit 
to small business at the larger banks, the distribution of loans by size of bank 
indicates that small retail trade, service, and construction concerns also obtained 
a good share of their loans from banks with deposits of $10 million or over. 
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TABLE 2.—Member-bank loans to small businesses, Nov. 20, 1946, as a percentage 
of all business loans, by size of bank ! 


[Estimates of outstanding loans] 


Number | AS a percentage of all 
f lw business loans in each 
. . of membe Number Amoun 2 : , 
Size of bank (total deposits, in millions | °f member ar : noun size group 
f dollars) banks in | of loans (in of loans (in 
; United | thousands)! millions) - ~ 
States 2 ; 
tates Number Amount 
Less than 2 1, 870 3 $74 91.9 82.9 
2to 10 4, 204 174 606 85, 7 66.7 
10 to 100 1, 397 216 1, 250 74.9 43.3 
100 to 500 143 61 670 61.4 Bea 
500 and over 25 31 288 67.8 5.2 
All banks 7, 639 514 2, SSS 76. 6 21.9 


! See table 1 for definition of small businesses. 

2 Number of member banks as shown in Federal Reserve Bulletin, March 1947, p. 260. For use in loan 
survey, number includes branches of certain member banks which were considered separate lending insti- 
tutions for sampling purposes and excludes some member banks with no commercial and industrial | 
outstanding. So defined, the total number (7,639) is about 10 percent larger than the number of member 
banks shown on p. 998 of the August Bulletin. 


oans 


Note.— Detailed figures may not add to totals because of rounding 


While the smaller banks did not account for the major proportion of bank loans 
to small business, their lending operations were primarily concerned with meeting 
the credit needs of small businesses in relatively small communities. For the 
6,100 member banks with total deposits of less than $10 million each, representing 
four-fifths of the member-bank population as shown in table 2, loans to small 
businesses accounted for roughly nine-tenths of the number and seven-tenths of the 
amount of outstanding business credits.* 

As regards the terms and conditions upon which small businesses obtained their 
funds, the survey indicates comparatively minor differences so far as size of bank 
is concerned. For example, average interest rates on loans to small business did 
not vary by more than 1.4 percentage points from the smallest to the largest banks. 
For most loans of a given size to small businesses, interest rates were slightly lower 
at large than at small banks. For loans under $1,000, however, small businesses 
paid a little more at the large banks, where such loans are often made in the 
personal loan departments. 

Regional distribution.— Distribution of bank loans to small business by Federal 
Reserve districts reflected primarily the regional distribution of small business. 
Within each district, as is shown in table 15 at the end of this article, the greatest 
number of these loans was made to retail trade concerns, which accounted for 
roughly two-fifths of all small-business loans. In most distriets manufacturing 
and mining concerns received about one-fifth of the loans, though two of the less 
industrialized distriets reported proportionately fewer credits to small manu- 
facturers. Relatively greater regional variation in the distribution of loans 
oecurred in the case of wholesale trade, service, construction, and public utilities, 
reflecting perhaps some variation in the relative importance of these activities in 
different Federal Reserve districts. 

In terms of dollar volume, manufacturing and mining received the largest share 
of the loans in every district, with some variation in proportion reflecting the 
greater importance of manufacturing and the presence of larger concerns, on the 
average, in some areas. Regional differences in the relative amounts of credit 
received by other industry groups followed the same general pattern as for number 
of loans. 


CHARACTERISTICS OF SMALL CONCERNS UTILIZING BANK CREDIT 


Business of borrower.—Small-business concerns predominate in those industries 
requiring relatively little fixed capital investment and invol: ing a scale of opera- 
tions such that one man, usually both manager and owner, can supervise all phases 
of the business. Retail trade probably accounts for about half of all small-business 
concerns. Next is the services group, accounting for roughly one-fourth; the 





4 See table 2, note 2, for explanation of the number of member banks as defined for purposes of the loan 
survey. 
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remaining fourth is made up of manufacturing and mining, public utilities, con- 
struction, wholesale trade, and small concerns in miscellaneous industries. 

Small businesses that seek funds from external sources are generally more 
dependent than larger concerns upon short-term and intermediate credit to finance 
their working-capital needs and purchases of fixed assets. This is primarily be- 
cause they lack access to long-term borrowed and equity funds, and are often 
unwilling to share management in order to obtain equity capital.’ However, it 
appears from the survey that there is considerable variation from one industry 
to another in the extent to which small concerns use bank credit. _ This is indi- 
cated in a general way by major industrial differences in the distribution of the 
number of member-bank loans to small business, as compared with the industrial 
pattern of the small-business population previously noted. 

Fewer small retail trade concerns appear to borrow from banks than their 
numerical importance in the business population might imply. Although they 
comprised the largest single group of small-business borrowers in November 1946, 
small retail trade concerns, as shown by table 3, accounted for less than half 
(38 percent) of the total number of member-bank loans to small business. To 
some extent this may result from the well-established practice whereby many small 
stores secure short-term credit from their suppliers. Small service concerns, with 
roughly 12 percent of the loans, were also considerably less numerous users of 
bank credit than their numbers in the business population would suggest. The 
remaining industry groups, which probably constitute only about one-fourth of 
the total number of small businesses, accounted for half of the number and nearly 
four-fi ths of the amount of member-bank loans. In large part this reflects the 
extensive use of credit by small manufacturing and mining concerns, whose size is 
larger on the average than that of other small businesses; one-fifth of all bank 
loans to small business and nearly half of the outstanding volume were to these 
concerns. 

Differences by industry in the amount of bank credit used by small concerns 
are reflected in the average loan sizes shown in table 3. The major differences are 
traceable to differences in size of borrower. Thus the average,loan to small 
retailers was $2,400, compared with $9,600 to wholesalers and $13,200 to manu- 
facturers, both of which are larger in terms of total assets. Nevertheless, when 
size of business is held constant there is evidence of appreciable differences in 
financing requirements from one industry to another. Thus the average loan for 
small construction concerns was $3,200, as compared with $2,400 for small 
retailers, though the size criterion employed is the same for both. Similarly, 
loans to manufacturers and wholesalers with total assets of less than $50,000 were 
larger on the average than those to small retail trade concerns. 

Survey data for industry subgroups, though of scmewhat limited value for 
analyzing small business, indicate that the number of small-business concerns in 
an industry, as well as the size of business unit and the credit requirements of the 
industry, results in variations in the number and amount of loans within industries. 
Thus, in both retail and wholesale trade the food, liquor, tobacco, and drug 
concerns received the largest number and amount of loans, and the home-furnish- 
ings, metal-products, and building-materials group the next largest number. 
In manufacturing ard mining, the metals and metal-products group and the “‘all 
other’ group (largely paper, printing and publishing, and building materials) 
contained the greatest number of bank borrowers. 

Small businesses in the service, public-utility, and construction fields present 
a svecial credit situation. To an increasing extent they require modern, specialized 
equipment in order to operate in their respective fields. This is true whether they 
offer personal services, run repair shops, provide trucking or some other local 
public-utility service, or whether they carry on one of the many phases of subcon- 
tracting in the construction industry. They require short and intermediate credits 
to finance general working-capital needs and purchases of equipment. Since the 
earnings prospects of such borrowers may be difficult to judge, banks are disposed, 
in making such loans, to seek some additional assurance of repayment in the form 
of security. 











5 \4any very small concerns, which are either unable or unwilling to borrow, are largely dependent on 
retained earnings and the owner's personal resources to finance their operations. 
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TABLE 3.—Member-bank loans to small businesses, Nov. 20, 1946, by business of 
borrower ! 


[Estimates of outstanding loans} 


Percentage distri- 


, : rage 
Number | Amount bution “~~ 
s ofan 

Business of borrower (in thou-| (in mil- |_ ot ie th ; 
sands) lions) coo 


. S ds) 
Number | Amount | S#2¢5 


Retail trade, total ‘ isi . | 196. 6 $468 38 





a 2 16. 2 $2.4 
Food, liquor, tobacco, and drugs_--. aiaaiam 70.0 165 13.6 5.7 2.4 
Apparel, dry goods, and department stores saat 24.0 62 4.7 1 2.6 
Home furnishings, metal products, and building 

materials : ; F ‘ 42.8 98 8.3 3.4 2.3 

Automobiles, parts, and filling stations aig 33.7 RG 6.6 3.0 2.5 

All other hae aid eceeaata ; 26.0 58 5.1 2.0 2.2 
Wholesale trade, total 7 72.7 697 14.1 24. 2 9.6 

Food, liquor, tobacco, and drugs-..- _ 25. 1 273 4.9 1.4 10.9 

Apparel and dry goods : 7.1 89 1.4 3.1 12.6 

Home furnishings, metal products, and building 

materials eed ; 18.6 139 3.6 1.8 7.8 

Automobiles, parts, and petroleum _- - ; 7.5 45 1.5 1.5 5.9 

All other : ; ; sons 14.4 152 2.8 5.3 10.6 
Manufacturing and mining, total Pe e 100. 7 1, 327 19.6 46. 0 13 2 

Food, liquor, and tobacco : 14. 1 281 2.7 9.7 20 0 

Textiles, apparel, and leather : 13.8 220 a7 7.6 16.0 

Metals and metal products Sniebis 24.3 313 4.7 10 8 12 9 

Petroleum, coal, chemicals, and rubber ; 5 11.0 163 2.1 5.6 14.8 

All other f 37.6 351 7.3 12.1 9.3 

Public utilities (including transportation) 27.1 69 5.3 2.4 2 ¢ 

Services 61.0 144 11.9 0 2.4 

Construction 26. 9 86 2 3.0 3.2 

All other ? i ieimude a pire daw adeweadohes : 29.3 06 7 3.3 3.3 

ee iia cdcccksiensdci nee 514.3 2, 888 100. 0 100.0 5.6 

1 See table 1 for definition of small businesses. 

2 Includes loans to sales finance companies and a small number of loans unclassified by business of 
borrower. 

Note.— Detailed figures may not add to totals because of rounding. 

Predominance of unincorporated concerns. Unincorporated businesses—sole pro- 
prietors, and to a lesser extent partnerships—are the types of organization most 
frequently encountered among small businesses. As shown by table 4, roughly 
five-sixths of all small businesses with loans outstanding from member banks on 
the survey date were unincorporated. In four industry groups, unincorporated 
concerns accounted for 938-95 percent of the number of loans to small-busine 
concerns 
TABLE 4. Member-bank loans to small businesses Nov. 20, 19 46, by business and 

corporate status of borrower ! 
[Estimates of outstanding loans] 
j Unincorporated Incorporated 
Business of borrower Number | Amount = . nF Ar t AV ae 
of loans | of loans | jo.) G,, | of loans | ofloans | jo” 
(in thou- | (in mil- rome (in thou- in mil a : , 
sands) | lions sands) sand lions eands 

Retail trade , 185 | $424 | $2.3 12 $44 $3.7 

W holesale trade 5A | 411 4.5 18 286 16. 1 

Manufacturing and mining 66 549 8.4 35 778 22. 2 

Public utilities (including transportation 25 60 2.4 2 10 42 

Services ‘ 58 130 aa 3 i4 4 

Construction . 25 | 75 3.0 2 1] 5 3 

All other #_....--. : 26 77 2.9 3 20 6.6 

All business groups. -- 439 1, 726 3.9 7 1, 162 15 

1 See table 1 for definition of small businesses. 

2 Includes loans to sales finance companies and a small number of loans unclassified by business of bor 


rower, 


Norte.— Detailed figures may not add to totals because of rounding 
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The average loan to small incorporated manufacturing and mining concerns 
was nearly three times as large as the average loan to unincorporated concerns in 
the same industry. For the other industry groups the difference in average loan 
size was much less, the incorporated concern borrowing about twice as much as the 
unincorporated concern, on the average. These differences largely reflect the 
predominance of unincorporated concerns among the smaller units in the business 
population. 

As was pointed out in an earlier article in this series, smal! concerns pay higher 
rates of interest than large concerns for loans of a given size, while smaller loans 
bear higher rates of interest than large loans, on the average. Toa great extent 
the higher rates of interest paid by unincorporated borrowers are attributable to 
their smaller size and smaller loans. In addition, some of the effects of incorpora- 
tion discussed in the earlier article are especially relevant with reference to small 
business. Many smail concerns may have incorporated in preparation for further 
growth, and, by being aggressive in promoting their business activities, may have 
acquired a better standing as credit risks. Moreover, incorporation probably 
imposes greater responsibility upon management to keep adequate records, which 
can be used in appraising the creditworthiness of the loan applicant. Also, 
through incorporation and the sale of stock the average small business may be 
able to attract larger amounts of equity capital, and thus improve its credit posi- 
tion. As size and equity capital investment increase, the chances are that a 
business concern will also have larger holdings of securities and fixed plant and 
equipment to offer as security for loans. 

New versus old business.—During the first years of American participation in 
World War II, the number of small-business concerns declined sharply as their 
owners entered military service or sought employment in shipyards and factories. 
Starting in 1944, however, the number of new businesses began to exceed the 
number of discontinued businesses, the margin widening with the cessation of 
hostilities 

Comparison of the estimated number of business concerns in existence in 1943 
with those in existence as of mid-1946 indicates a net increase, allowing for dis- 
continuances, of some 643,000 in the business population.? Many of these new 
businesses, the vast majority of which would be classed as small, were financed 
with accumulated wartime savings; others were started by returning veterans 
with or without the assistance of the loan guaranty or insurance provisions of 
the Servicemen’s Readjustment Act (GI bill). 

That a number of the businesses organized since 1942 were borrowing from 
member banks is indicated by table 5.8 All told, 180,000 loans, amounting to 
$730 million, were outstanding on the survey date to businesses organized since 


1942; they accounted for roughly one-third of the number and one-fourth of the 
amount of all credits to small business, 


6 Data on interest rates by corporate status and size of borrower, and by size of borrower and size of loan, 
were presented in The Structure of Interest Rates on Business Loans at Member Banks, by Richard 
Youngdahl, Federal Reserve Bulletin, July 1947, pp. 803-819. 

7 See Melville J. Ulmer, The Postwar Business Population, Survey of Current Business, January 1947, 
yp. 9-23 
* While some of the borrowing concerns which were reported as ‘‘organized since 1942’’ may have been 
older concerns that merely changed their form of organization (e. g., a partnership that was incorporated, 
or vice versa), the majority probably were‘‘new concerns” in the sense of having been started since 1942, 
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TABLE 5.— Member-bank loans to small businesses, Nov. 20, 1946, by business and 
date of organization of borrower ! 


[Estimates of outstanding loans} 


} 19420r we 1049 1942 Or ' 49 
| before After 1942 before After 1942 
' 
Business of borrower a e 
Number of loans (in Amount of loans (in 
thousands) millions 
eee 7 ; 119 78 $291 $177 
Wholesale trade ébitats : i i 55 18 558 140 
Manufacturing and mining------ 70 30 1, 061 267 
Public utilities (including transportation) 15 12 39 30 
Services ae ee 37 24 &9 55 
Construction... pibiebibes i Babed 17 10 51 35 
All other 2 wens eadeaicad 22 7 70 2 
All business groups... ieee 334 180 2, 158 730 


1 See table 1 for definition of small businesses. 
3 Includes loans to sales finance companies and a small number of loans unclassified by business of bor- 
rower. 


Nore.— Detailed figures may not add to totals because of rounding. 


Manufacturing and wholesale trade, which accounted for 17 percent of the 
increase in the business population, accounted for 27 percent of the borrowers 
organized since 1942. About 45 percent of the increase in the business population, 
and approximately the same percentage of new borrowers, were represented by 
retail trade concerns. Rough as these comparisons are, they suggest that newly 
organized manufacturing and wholesale trade concerns were somewhat more 
dependent upon, or more successful in obtaining, bank credit than were their 
counterparts in the public utility, service, and construction industries, which 
accounted for 34 percent of the increase in the business population, but only 
25 percent of the new borrowers. 

As regards the average size and term of loans to new businesses, the survey 
data indicate that loans to concerns organized since 1942 were, on the average, 
about two-thirds the size of those to older concerns. Most of this difference in 
size can be attributed to the fact that concerns organized in 1942 or before, having 
been in existence longer, had achieved somewhat larger size. Survey data also 
indicate that a higher percentage of loans to new business concerns was secured, 
and that interest rates on both secured and unsecured loans were slightly higher 
for such borrowers than for concerns established earlier. 


CHARACTERISTICS OF LOANS TO SMALL BUSINESS 


Size of loan.—Nearly three-fourths of the estimated 514,000 member-bank 
loans to small business outstanding in the latter part of 1946 represented advances 
of less than $5,000 each. The very minor scale on which the operations of many 


small businesses are conducted is further evidenced by the frequency of the loan 
of less than $500. It accounted for nearly one-sixth of all bank loans to small 
retailers, over one-fifth of the loans to small service establishments, and one- 
seventh of the loans to small construction concerns. 

The size group which includes the largest proportion of the loans to small 
businesses is $1,000 to $5,000. As shown by table 6, 45 percent of all member- 
bank loans to small businesses fell within this range. This proportion varied 
from industry to industry, being highest for the public utility group and retail 
trade concerns (52 percent and 51 percent, respectively), and smallest for manufac- 
turing and mining concerns (34 percent). Small concerns in manufacturing and 
mining and in wholesale trade, being larger by definition than small concerns in the 
other industry groups, had a somewhat higher proportion of their loans in amounts 
of $5,000 or more (about 50 percent, as compared with 16 percent for the others). 

Since roughly half of all loans to small business fell in the $1,000-to-$5,000-size 
class, this may be considered the representative or typical loan for the purpose of 
describing the terms and conditions upon which small business most frequently 
obtains bank credit. In four of five cases this typical loan had a maturity at 
time of making of not more than 1 year and in over three-fifths of the cases it was 
made on the basis of security, Among the more important types of security 
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employed were equipment, endorsement or cosignature on the note, plant and 
other real estate, and inventories. About one of every two loans was obtained 
with one of these types of security. 


TABLE 6.—Member-bank loans to small businesses, Nov. 20, 1946, by business of 
borrower and size of loan ! 


[Estimates of outstanding loans] 


| Size of loan (in dollars) 


mT ae ee ot the ae 
siness of borrower | 
aes ak Sento | loans | Less . | 25,000 
| than | 500-999 1,000- | 5,000- | 10,000- nd 
a oue-ve" | 4,999 | 9,999 | 24,999 | 8nd 
} 500 } over 


Number of loans, in thousands 





Retail trade 196. 6 33. 5 33. 2 100. 6 20.7 7.9 0.7 
Wholesale trade 72.7 4.9 6.1 26. 2 12.9 14 8.5 
Manufacturing and mining 100. 7 6.6 8.4 34. 2 16.1 19.0 16.5 
Public utilities (including transportation 27.1 3.9 4.8 14.1 2.8 1.3 2 
Services i 61.0 13.6 10. 2 28.0 6.4 2.5 .4 
Construction 26.9 4.0 4.6 12.6 3.7 1.4 .6 
All other 2 - _ 29.3 5 4.4 3.2 4.2 2.1 | 4 

All business group , 514.3 71.5 71.8 228. 8 66.7 48,2 27.3 


Percentage distribution within each business group 








Retail trade_........-- F . adultes 100. 0 17.0 16.9 51.2 10.5 4.0 0.4 
Wholesale trade ; eo 100.0 6.7 8.4 36.0 7.8 19. 4 11.7 
Manufacturing and mining 100.0 6.6 8.4 | 33.9 15.9 18.8 16.4 
Public utilities (including transportation 100. 0 14.4] 17.8) 52.2) 10.3 4.7 | .6 
Services : 100. 0 22.3 | 16.7 | 45.9 10.4 | 4.1] .6 
Construction 100. 0 14.8 17.0 | 46.9 3.8 5.2 | 2.2 
All other 2 * 100.0 17.2 15.1 44.9 14,2 7.1 1.5 
All business grouy 100. 0 13.9 14.0 |} 44.5 13.0 9.4 §.3 
See table 1 for defini L small bus 

2 Includes loans to sales finance companies and a small number of loans unclassified by business of bor- 

row? 


Note.—Detailed figures may not add to totals because of rounding. 


Average annual interest rates on the typical loan varied by industry groups 
between 6.8 percent (public utilities) and 5.5 percent (wholesale trade). The 
median interest rates were generally somewhat above, though fairly close to, the 
arithmetic average. On the typical loan of $1,000 to $5,000 to small retail 
trade concerns, for instance, the median was 6 percent as compared with an 
average rate of 5.7 percent. Interest rates also varied with the type of security 
employed (loans secured by equipment bearing the highest average rates, those 
by stocks and bonds the lowest) and with period to maturity, size of borrower, 
and size of bank. 

Maturity and repayment method.—Approximately four-fifths of all member- 
bank loans to small business were repayable upon demand, or had maturities at 
time of making of 1 year or less. The majority of these short-term loans were 
repavable in a single lump sum and bore rates of interest which, depending upon 
the size of loan and type of security employed, were generally lower than rates 
on loans of intermediate and sometimes even longer term. 

Term loans.—The term loan, defined as a loan with a maturity at time of 
making of more than 1 year, whether or not secured, has achieved considerable 
importance to small business. Providing for repayment on a serial or install- 
ment basis, and frequently secured, the term loan affords a planned method of 
financing working capital requirements or the purchase of real estate or equip- 
ment at moderate cost. As such, it embodies many advantages for the small 
concern. Spacing repayments over equal intervals of time enforces a certain 
amount of financial planning, and to some extent minimizes the possibility that 
insufficient funds will be on hand when loans fall due. 





®See Duncan McC. Holthausen, Term Lending to Business by Commercial Banks in 1946, Federal 
Reserve Bulletin, May 1947, for analysis of member-bank term loans to businesses of all sizes. 
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Of the total number of member-bank credits to small business outstanding in 
the latter part of 1946, a little more than one-fifth were term loans. As shown 
by table 7, the use of term loans by small borrowers varied widely from one 
industrial group to another, depending on the nature of the credit required. 
Thus, in the public utility field, 40 percent of all loans to small business were 
made on a term basis; in wholesale trade only 12 percent. As a group, small 
retail trade concerns obtained approximately one-fourth of their loans on a term 
basis, but within retail trade the proportion of term loans varied from 14 per- 
cent for apparel, dry goods, and department stores to 32 percent for food, liquor, 
tobacco, and drug outlets. Somewhat smaller variations are noted within the 
manufacturing and mining subgroups. 

Over three-fifths of all term loans to small businesses were for periods of 1 to 
3 years, one-fifth for periods of 3 to 5 years, and an additional fifth for periods 
of 5 vears or longer. Repayment in equal installments over the life of the loan 
vas favored in the overwhelming majority of cases in each maturity classifica- 
tion; all other methods of repayment, including the single payment, serial notes, 
or serial payments, and unequal installments, accounted for no more than one- 
seventh of all the loans in any group. Details are given in table 8 on the following 
page. 


















TABLE 7.—Term loans of member banks to small businesses, Nov. 20, 1946, by 
husiness of borrowe p 4 
[Estimates of outstanding loans] 

of ns 

Asa px 

Business of borrower In centag 

housands t al le 
busir in 
é nh group 
Retail trade, total 15.6 23.2 
Food, liquor, tobacco, and drugs 22.3 1.9 
Apparel, dry goods, and department stores 3.4 14.2 
Home furnishings, metal pro and building materials j 4 
Autos, parts, and filling stations s 25.9 
All other as 17.5 
Wholesale trade 8. 11.8 
Manufacturing and mining, total 17.2 17.1 
Food, liquor, and tobacco 2. 1 15.2 
Textiles, apparel, and leather 1.2 8.4 
Metals and metal products 16 12.2 
Petroleum, coal, chemicals, and rubber ‘ 1.6 14.2 
All other. 7.8 20.8 
Public utilities (including transportation 11.4 $2.1 
Services 19 2.3 
Construction 5 Q 5 
All other 2... = 6.9 t 
All business groups-- ‘ : 114 22.2 


1 See table 1 for definition of small businesses 
2 Includes loans to sales finance companies and a small number of loans unclassified by isiness of 
borrower. 


Norte.— Detailed figures may not add to totals because of rounding. 


Secured versus unsecured loans.—Small businesses in most lines of activity obtain 


a substantial amount of bank credit without having to furnish securitv; nearly 


two-fifths of the outstanding member bank loans to small business in November 
1946 were unsecured. On the average, the unsecured loan was smaller than the 
secured loan, but in some industries certain types of secured loans were smaller 
than unsecured loans. Average interest rates on unsecured loans were lower than 
those on loans secured by some types of security and higher than those secured 
by other types of security. 

The volume of unsecured loans made by member banks to small business is 
indicative of the familiarity of the banker with the management capabilities 
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and future prospects of many small-business concerns in his locality. These are 
major factors in the case of a concern whose resources and credit standing are not 
of themselves sufficient to assure repayment of the loan. 

While a substantial proportion of bank loans to small business were unsecured, 
a much larger proportion, roughly three-fifths of the number and dollar volume, 
were secured by endorsement or cosigned note, or by the pledge of assets. By 
offering security for loans, many small-business concerns that could not otherwise 
obtain bank credit are able to do so, while others are enabled to borrow larger 
amounts and at rates more nearly commensurate with those charged large bor- 
rowers on loans of comparable size. 


TaBLe 8.—Term loans of member banks to small businesses, Nov. 20, 1946, by 
original maturity of loan and repayment method ! 


[Estimates of outstanding loans] 


i | l 
Equal | Unequal | 
instal- | instal- | 
ment ment | 


Several | Unclassi- 
notes fled 


| 
All Single Serial | 


Origir naturity of loan 
iginal maturity of loa methods | payment note 


Number of loans, in thousands 


| | | | 

1 to 3 years..........- 69.3 5.6 1.7 | 59. 5 2.3 | 0.1 | 0.1 
3 to 5 years....... ae 21.8 1.0 .6 18.7 | 1.4 | (2) } 1 
5 to 10 years ..... ° 19.7 3 .4 17.9 1.0 (3) 1 
Over 10 years__........... 3.5 1 | (2) | 3.2 | 3 (2) | (2) 

All term loans --. a 114.3 6.9 2.8 99, 2 4.9 | 72 3 

Percentage distribution within each maturity group 

1to3years —_. aia 100. 0 8.0 2.5 85.8 3.4 | 0.2 0.1 
3 to 5 years. ’ 100. 0 4.5 2.8 85.7 6.4 3 6 
§ to 10 years -. 100.0 1.6 2.1 91 0 4.9 a an 
Over 10 years eee 100.0 2.1 7 89.8 6.6 a .4 

All term loans ae 100. 0 6.1 2.4 86.8 4.3 2 .2 

See table 1 for definition of small businesses, 


2 Less than 50 loans 


Norte.— Detailed figures may not add to totals because of rounding, 


The prevalence of secured loans among small borrowers, where they ranged from 
over four-fifths of all loans to small public-utility concerns to slightly less than half 
of all loans to small retail apparel, department, and dry goods stores, can be 
ascribed to several factors. In the first place, the mortality rate of small busi- 
nesses, especially those newly organized, is high. It is estima:ed that one-fourth 
discontinue operations within 1 year and less than one-third survive for 10 years.!° 
Although many of these casualties result from causes other than insolvency, 
failures are more frequent relative to the business population in the case of small 
than of large concerns In such situations, security for loans serves as insurance 
against hazards that cannot be appraised with certainty. In the second place, 
most small-business concerns cannot supply the detailed financial and operating 
statistics on which banks must rely to some extent in evaluating the earnings pros- 
pects and creditworthiness of prospective borrowers. In cases such as these, 
although a bank places chief reliance on the good faith of the borrower, it requires 
the pledging of security as an additional measure of protection. In some in- 
stances the security may be the basis for more favorable credit terms than would 
otherwise be obtainable. In the third place, whereas most large business con- 
cerns operate on a regional or Nation-wide basis and are in a position to shop 
around for credit among different banks, many small businesses are dependent 
upon their local banks for whatever credit they receive. In the absence of a com- 
petitive situation, the local bank is less inclined to waive the requirement of se- 
curity, especially if the borrower is small and the financial and operating state- 
ments needed as a basis of credit appraisal are unavailable. 

Types of security —The type of security for a given loan is largely determined 

1) the nature of the transaction being financed, (2) the s vailability of alter- 
native security, and (3) the business of the borrowing concern. Thus a small re- 


by 


Department of Commerce Press Release No. 648, May 1, 1947. 
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tailer who borrows to finance the purchase of a delivery truck may not have stocks 
and bonds or fixed assets to offer as security, but he will probably require 2 loan of 
relatively small amount and intermediate maturity for which the asset acquired 
will serve as security. In the same way, the proprietor of a small cannery, whose 
credit requirements are highly seasonal and of relatively short duration, may well 
use his own products as security for a loan to finance general working capital 
requirements during the canning season. 

As of the survey date, as shown by table 9, nearly five-sixths of the secured 
member-bank loans to small business used one of five types of security: assign- 
ment of title or chattel mortgage on equipment (30 percent), endorsement or 
cosignature on note, or mortgage On plant and equipment (each, 18 percent), 
stocks and bonds (10 percent), and inventories (8 percent). The remaining 
one-fifth was covered, in order of importance, by life insurance, assignment of 
claims, accounts receivable, miscellaneous security, and Government participation 
or guaranty (including GI loans). 


TABLE 9.—Percentage distribution of secured loans of member banks to small busi- 
nesses in different industries, Nov. 20, 1946, by major types of security ! 


{Computed from estimated number of outstanding loans] 


| 

Equip- Endorsed Plant and Stocks Other 

Business of borrower o nt or co- other (Inventory and - curit , 

— maker real estate bonds Sy 
Retail trade_. 28.7 20.4 21.0 9.3 8.5 12.3 
Wholesale trade 16.3 21.0 12.0 19.1 13.1 18.4 
Manufacturing and mining 22.0 18.3 15. 2 10.0 12.6 21.8 

Public utilities (including transporta- 

tion) 74.6 7.9 5.9 4 2. € 8. € 
Services ‘ 36. 5 17.4 20. 2 y v.¥ 15. 2 
Construction. -. : 45.3 16.3 14.5 1.3 6.0 16.8 
All others 7... 20. 4 17.1 26. 9 1.1 15.9 18.7 
All business groups 30.4 18.4 17.5 8.1 10.0 15.7 


1 See table 1 for definition of small businesses and table 16 at the end of this article for basic data on secured 
loans 

? Includes loans to sales finance companies and a small number of loans unclassified by business of bor 
rower 


Note.— Detailed percentages may not add to 100.0 due to rounding 


Equipment was the security most frequently pledged for bank loans to small 
concerns in public utility, construction, and service activities. This concentration 
is explained by the limited availability of other types of security to these businesses, 
as well perhaps as by their special financing requirements. Equipment was use: 
as security in 75 percent of all secured loans to small public utilities, 45 percent of 
the secured loans to small construction concerns, at d 37 percent of those to small 
service establishments. With so much dependence on this type of credit, which 
usually carries high interest rates, the use of bank credit was relatively more 


i 


expensive in these industries than in manufacturing and wholesale trade. The 
variety of security available to the latter industries is indicated by the distribu- 
tion of loans shown in table 9. These industries made greater use of stocks and 
bonds and of inventories than did most other industries. 

From the bank’s standpoint, different types of security involve different 
handling costs. The evaluation and supervision of stock and bond collateral, fo 
example, is a much simpler and less expensive operation than is the appraisal and 
collection of assigned accounts receivable. It is partly for this reason that most 
forms of assigned claims play a very minor role as security for loans to small 
businesses. 

Average interest costs for different types of security are indicated in table 10, 
which also shows the average size of different types of secured loans. The most 
common type, that secured by equipment, is of smaller average size and bears a 
considerably higher rate of interest than any other type. Loans secured by 
stocks and bonds, inventories, or plant and other real estate are of larger average 
size and usually have lower than average interest rates. Of these three types of 
collateral, only plant and other real estate appears to have been generally used by 
small businesses to obtain a substantial proportion of their bank credit. For 
concerns in retail trade, service, and construction activities, loans secured by plant 
and equipment were substantially larger than other secured loans and, partly as a 


i 
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consequence of their larger size, bore lower than average interest rates. The 
greater part (more than four-fifths) of the low-interest loans secured by stocks 
and bonds or inventories were made to concerns in manufacturing and mining 
and in wholesale and retail trade. 


a 


TABLE 10. Ane rage sizé and annual interest rate of member-bank loans to small 


isinesses, Not 20, 1946, by ty pe of security and business of borrower ! 


[Estimates of outstanding loans] 


Retail trade, public 

j utilities, services 

fac i ee il , serv ; 

mining holesale trad construction, and 
all other 2 


Manufacturing ar 


Average Ay verage Average Average 
erag verage 


Average 


f “~~ ’ f 
ee | interest size of | interest | “12°! | interest 
eer rate ae rate ae rate 
coe (percent a” (percent) a (percent 
{ ir $12.1 3.9 $8. 5 4.4 $2.0 6 
l 13.9 4.1 10. 4 4.2 2.9 2 
End i and ¢ ik 11.3 4.0 8.1 4.4 2.0 6 
Inventori 28.3 4.2 18.9 4.1 2.5 j. 2 
Equipmer 5 5.2 1 5.4 2.0 6.4 
Plant and er real ¢ 14.4 4.4 9.7 4.5 2 4.8 
Stor ind t j 17.9 2.9 9.9 ie 3 3.9 
\ receivabl 13.0 1.9 9.3 2 3.0 5 
I suran 8.9 3.2 6.3 3,8 2.6 4.1 
A nt of cl : 15.9 4. 8.2 4.4 2. 6 4.9 
( par uara 
42.3 4.2 25. 7 4.4 8. 0 1.5 
Ot y 13.6 8 27.3 3.5 2.1 §.3 
See table 1 for definit f small bu sac 


2 Includes loans to sales finance companies and a small number of loans unclassified by business of 


Bank loans granted on the basis of participation or guaranty, including Recon- 
struction Finance Corporation participations and blanket guaranties, Federal 
Reserve bank participations and guaranties, and also loans made under the 
provisions of the Servicemen’s Readjustment Act (GI loans), accounted for a 
very small proportion (roughly one-half of 1 percent) of all secured loans to 
small business. However, the few loans of this type outstanding on the survey 
date were substantially larger, on the average, than other types of secured loans. 
Moreover, variations in interest rates from one size or maturity of loan to another 
were relatively small, reflecting the effect of the rate limits established for this 
type of borrowing. 

Analysis of the survey data reveals that new small businesses, that is, those 
organized since 1942, not only had a larger proportion of secured loans than did 
small businesses organized in 1942 or before, but that the types of security pledged 
most frequently by the respective groups were not the same. Compared with 
the older businesses, the newer businesses made more frequent use of the endorsed 
or cosigned note and of inventories and equipment, and less frequent use of 
other types of security, including plant and other real estate, and stocks and 


Interest costs—As was noted in an earlier article on the loan survey, rates of 
interest paid on bank loans decreased as size of borrower increased." Thus, 
concerns with total assets of $5 million or more paid on the average only 1.9 
percent per annum for bank credit while small businesses, as defined for purposes 


cerns varied markedly with the size of loan, ranging from 7.4 percent on loans of 
less than 3500 to 3.8 percent on loans of $25,000 or more? Inasmuch as 28 per- 
cent of the loans to small business involved amounts under $1,000, a considerable 
portion of their borrowing was at the higher rates, which averaged 7.4 percent 
f ian $500, and 6.8 percent on loans of $500 to $1,000. 


R ird Your | ( ructure of Interest Rates on Business Loans at Member Banks, Federal 
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Variations from industry to industry in average interest rates for loans of the 
same size were not very great. The largest difference was for loans of $25,000 or 
more; average rates for loans of this size to construction concerns were 1.5 per- 
centage points higher than for those to manufacturing and mining concerns. 
However, rates on individual loans varied considerably around the averages. 
For a loan of comparable size in any one industry, some small businesses borrowed 
at rates commensurate with those paid by larger concerns, while ochers paid rates 


TABLE 11.—Average interest rates on member-bank loans to small businesses, Nov. 20, 
1946, by business of borrower and size of loan ' 


[Percent per annum] 


Size of loan (in dollars) 


Business of borrower ais? a = a 3 


Less than 500-999 1,000. 5,000. 10,000 25.000 
500 —— 4,999 9,999 24,999 | and over 
Retail trade 7.4 6.8 5.7 5.0 » 42 4.2 
Wholesale trade 6.9 6.5 5.5 4.8 4.4 . Gg 
Manufacturing and mining 7.2 6. ¢ f 4.8 4.4 3.7 
Public utilities (including transportation) 7.9 7.5 6.8 5.8 5.4 4.3 
Services wet 6.8 7 4.9 4.6 4.2 
Construction 7.6 7.0 . 5.4 5 0 2 
All other 3 6. ¢ 6.3 4.7 4.4 gS 
All business groups. .- 7.4 6.8 5.7 4.9 4.5 & 
! See table | for definition of small businesses 

3 Includes loans to sales finance companies and a small number of loans unclassified by business of 

borrowe r 


well above the average for small businesses. As shown by table 12, some small 
retail trade concerns borrowing from $1,000 to $5 000 paid less than 1 percent per 
annum while others paid 10 percent or more. For the most part, however, interest 
rates on loans of this s‘ze to small retailers were between 4 and 7 percent. 


TABLE 12.—Member-bank loans of $1,000 to $5,000 to small retail trade concerns, 
Nov. 20, 1946, by wnterest rate class ! 


[Estimates of outstanding loans] 


Interest rate classes (percent per annum 


In thou Percentage 

sand l ibutior 
0.0440.9 0.2 2 

1.0-1.9 

2.0-2.9 7 7 
3.0-3.9 2 9 
4.0-4.9 18. 1 18.0 
5.0-5.9 23.7 23.6 
6.0-6.9 30.2 9 () 
7.0-7.9 2.6 2.6 
8.0-8.9 5 5.3 
9.0-9.9 = 
10.0 and over_-. ; 70 7.0 
All loans 100. 6 100. 0 


1 See table 1 for definition of small retail trade concerns. 
2 Less than 50 loans. 
+ Less than 0.05 percent. 


Norte.— Detailed figures may not add to totals because of roundin 


As shown by table 13, interest rates paid on loans of $1,000 to $5,000 by small 
business concerns in other industry groups were likewise concentrated about the 
average rates for loans of this size. Thus, when all loans of $1,000 to $5,000 are 
arranged in order of magnitude of interest rates charged, the central or median 
loan for all industry groups combined was found to bear interest at the rate of 6.0 
percent. If the range is broadened to include one-half of the loans on either side 
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of the central or median loan, the lower limit or first quartile loan bore a 5.0 
percent interest charge, while the upper limit or fourth quartile loan bore an 
interest charge of 6.0 percent. In all, over three-fifths of the loans of $1,000 to 
$5,000 to small businesses bore interest rates between 5.0 percent and 6.0 percent, 
inclusive. 


TABLE 13.—IJnterest rates for the average, median, and quartile member-bank loans 
of $1,000 to $5,000 to small business by business of borrower ! 


[Percent per annum] 


| 
| 


Rate of interest on— 











| Average |—— — — —_—_——— 
Business of borrower — First | yeosien | Third 
| quartile a Sees | quartile 
} loan | | loan 
Retail trade 5.7 | 5.0 | 6.0 | 6.0 
Wholesale trade aie sig iets 5.5 | 5.0 | 5.0 | 6.0 
Manufacturing and mining....._._____________- - 5.6 | 5.0 | 6.0 | 6.0 
Public utilities (including transportation) -------- 6.8 | 5.0 6.0 | 8.0 
Services : en 5.7 | 4.0 6.0 | 6.0 
DN iio ciimaies tninaeehemana nace meptagl 5.8 | 5.0 | 6.0 6.0 
All other 2... 5.3 | 4.0 | 5.0 6.0 
ee ID BIB oo iis ok cds ences dee eeu ‘ 5.7 5.0 6.0 6°0 
| 





| 
| 
| 
| 


1 See table 1 for definition of smal] businesses. 
1 Includes loans to sales finance companies and a small number of loans unclassified by business of borrower 


Note.—To obtain the quartiles and median, the loans of $1,000 to $5,000 for each business group were 
arranged according to their interest rates, starting with the lowest rate and progressing through the highest. 
The first quartile is that loan which separates the first fourth of the loans arranged by interest rates from the 
remaining three-fourths; the median, that loan which separates the first half from the second half; the third 
quartile, that loan which separates the first three-fourths from the remaining one-fourth. 


It was pointed out in an earlier article in this series that nearly all of the major 
types of secured loans to small businesses carried average interest rates below the 
average rates on unsecured loans."2 However, this may have reflected somewhat 
the differences in size of loan shown in table 10. Thus, some types of secured 
loans bearing average rates of interest lower than those for unsecured loans were 
substantially larger in average size. In addition, it should be noted that two- 
thirds of the total number of secured loans to small business were endorsed or 
comaker notes, or were secured by equipment or by plant and other real estate. 
These types of secured loans have average interest rates as high as, or higher than, 
the average rates on unsecured loans to small businesses in the same industry 
group. The fact that many secured loans to small business carried higher interest 
charges than many unsecured loans indicates that security may often be requested 
when borrowers are in a weaker-than-average financial position. 

Variations in average interest rates on loans of different maturities to small 
business are shown in table 14. Loans with original maturities of 1 to 3 years 
have the highest average interest rates, (5.6 percent) and demand loans the lowest 
(4.2 percent). Roughly two-thirds of the total number of loans to small businesses 
had maturities at time of making of 6 months or less and bore rates of interest 
averaging around 4.3 percent. Loans with maturities of more than 3 years bore 
somewhat lower average interest rates than those of intermediate maturity (6 
months to 3 years), though slightly higher rates than loans with original matur- 
ities of 6 months or less. The lower average interest rates on loans of longer 
maturity, which is somewhat surprising, is accounted for in part at least by the 
fact that many of the longer-term loans were large real-estate loans which com- 
mercial banks obtained by offering terms similar to those offered by other financ- 
ing institutions, while many of the loans of intermediate maturity were small 
equipment loans for which there were fewer lenders competing. 

12 Tynan Smith, Security Pledged on Member Bank Loans to Business, Federal Reserve Bulletin, 
June 1947, p. 670. 
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TABLE 14.—Member-bank loans to small businesses, Nov. 20, 1946, by original 
maturity of loan ' 


[Estimates of outstanding loans] 


| Number of aia 
Original maturity of loan loans (in (percent 
thousands) per annum) 


Demand _-._- 


sith la teacacis a ehatide cie ce dip tren ts ome de tedinadte acetate 65 4.2 
6 months and under. -- cS cachuatitategeathedek 272 4.3 
6 months to 1 year.. i ; 4 ae ; ‘sai 64 4.9 
1 to 3 years 69 5.6 
3 to 5 years___- oo i - ; 22 4.6 
5 to 10 years. : , ; 20 4.4 
Over 10 years 4 4.5 

All maturities... 14 4.5 


i See table 1 for definition of small businesses. 


Note.— Detailed figures may not add to totals because of rounding. 
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